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OVERSIGHT  HEARING  ON  THE  FEDERAL 
HOME  LOAN  BANK  SYSTEM 


WEDNESDAY,  SEPTEMBER  27,  1995 

House  of  Representatives, 
Subcommittee  on  Capital  Markets,  Securities 

and  gtovernment-sponsored  enterprises, 
Committee  on  Banking  and  Financial  Services, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  call,  at  10:00  a.m.,  in  room 
2128,  Raybum  House  Office  Building,  Hon.  Richard  Baker  [chair- 
man of  the  subcommittee]  presiding. 

Present:  Chairman  Baker,  Representatives  Hayworth,  LoBiondo, 
Bentsen,  LaFalce,  and  Orton. 

Also  present:  Representative  Leach. 

Chairman  Baker.  I  would  like  to  call  this  hearing  of  the  Sub- 
committee on  Capital  Markets  to  order,  and  first  thank  those  who 
are  here  this  morning  for  what  I  believe  will  be  an  informative  and 
important  hearing. 

To  outline  the  framework,  direction,  and  purpose  of  these  hear- 
ings, I  have  requested  and  have  received  and  wish  to  express  my 
appreciation  to  the  district  bank  presidents'  systemwide  for  infor- 
mation concerning  the  history  of  investment  and  advance  practices, 
as  well  as  operational  information.  And  it  certainly  was  helpful  in 
coming  to  a  better  understanding  of  what  the  Federal  Home  Loan 
Bgmk  System  is  all  about. 

I  think  it  important  at  this  hearing  that  we  should  establish 
clearly  and  understandably  the  purpose  and  mission  of  the  Federal 
Home  Loan  Bank  System.  There  has  been  much  debate  in  public 
forums  and  in  many  discussions  among  bank  members  themselves 
as  to  what  new  directions  or  goals  the  Federal  Home  Loan  Bank 
should  pursue  in  light  of  all  of  the  market  changes  which  are 
occurring. 

Second,  if  we  define  the  purpose  and  mission,  it  is  helpful  to  ana- 
lyze how  successful  the  system  has  been  to  date  in  meeting  its  obli- 
gation of  facilitating  home  ownership.  I  found  of  extreme  interest 
the  information  relating  to  the  percentages  of  loans,  whole  loans, 
for  example,  to  those  purchasing  properties  of  less  than  $100,000. 

I  found  it  veiy  interesting  in  looking  at  the  operational  condi- 
tions of  the  various  banks  to  determine  how  efficient  they  are  in 
their  respective  operations  in  providing  this  important  product  at 
the  lowest  possible  cost.  It  is  important  I  think  to  understand  the 
variances  from  district  to  district  in  the  operational  policies  and  the 
resulting  cost  of  the  programs.  It  certainly  leads  me  to  ask  the 

(1) 


question:  What  would  be  the  value  in  adoption  of  a  single  systemic 
standard  for  the  conduct  of  business? 

Perhaps  someone  later  in  the  course  of  these  hearings  will  sug- 
gest even  more  radical  change  that  on  its  face  should  at  least  be 
investigated  before  we  dismiss  the  alternative  of  consolidation.  In 
looking  at  the  current  practices,  there  are  some  questions  I  think 
with  regard  to  the  level  of  advances  versus  the  level  of  invest- 
ments. Much  has  been  given  by  way  of  explanation  as  to  the  reason 
for  the  investment  strategies  because  of  the  obligations  of  the 
REFCORP  and  Affordable  Housing  requirements  now  equaling 
some  $400  million  per  year,  and  that  necessitates  the  banks'  cre- 
ative investment  strategies  in  order  to  fully  fund  those  obligations 
and  provide  a  reasonable  return  to  shareholders.  But  looking  at 
system  wide  profitability  well  over  $1  billion,  one  simply  has  to 
question  the  value  of  such  investment  policies  in  light  of  the  poten- 
tial risk  that  one  assumes. 

With  regard  to  risk,  I  think  we  should  address  the  question  of 
unsecured  debt,  particularly  that  which  is  held  by  foreign  debt 
holders,  but  even  that  of  domestic  holders  which  is  unsecured.  Of 
concern  is  the  dependency  by  various  banks  on  a  very  small  num- 
ber of  very  large  customers,  and  given  the  inevitable  change  from 
mandatory  to  voluntary  membership,  the  systemic  risk  that  poses 
to  those  who  find  themselves  in  that  unfortunate  circumstance. 

And  then,  frankly,  much  needs  to  be  done  simply  in  creating  uni- 
formity in  the  metnod  of  reporting.  Many  of  my  own  observations 
and  conclusions  may  not  be  based  in  proper  fact  because  the  dif- 
ferences in  the  way  each  district  bank  outlines  its  financial  condi- 
tion varies  greatly,  even  to  the  simple  question  of  the  treatment  of 
REFCORP,  some  citing  it  as  an  operational  expense  while  others 
call  it  an  off-balance  sheet  obligation,  so  it  is  very  difficult. 

And  perhaps  I  should  conclude  my  remarks  by  saying,  given  our 
recent  discussion  over  the  reallocation  formula  ror  REFCORP,  hav- 
ing been  engaged  in  that  now  for  some  years,  I  thought  I  under- 
stood how  difficult  it  was  to  get  the  12  district  operations  to  look 
alike.  After  having  been  given  the  opportunity  to  review  this  data 
and  information,  it  is  very  clear  that  each  district  operates  in  a  dis- 
tinctly different  fashion  to  meet  distinctly  different  purposes  and 
reports  those  activities  in  distinctly  different  ways.  So  much  of  my 
observations  may  not  be  fair  or  well-founded  but  based  on  the  in- 
formation provided,  there  certainly  is  reason  for  this  subcommittee 
to  ask  many  questions  about  where  we  are  headed  and  how  we  are 
going  to  get  there. 

I  think  the  members  of  the  subcommittee  will  certainly  find 
those  who  are  here  to  testify  today  to  be  of  great  interest  in  giving 
us  proper  perspective  in  the  way  that  the  bank  system  operates. 

And  before  I  recognize  Mr.  LaFalce,  I  would  just  recognize  Chair- 
man Leach  who  has  joined  us  for  this  hearing  this  morning. 

Certainly  I  want  to  say  how  much  I  appreciate  your  interest  in 
the  bank  system,  Mr.  Cnairman,  and  would  just  ask  if  you  have 
any  comments. 

[The  prepared  statement  of  Hon.  Richard  H.  Baker  can  be  found 
on  page  104  in  the  appendix.] 

Mr.  Leach.  Mr.  Chairman,  if  you  could  go  to  the  Democratic  side 
and  then  come  back. 


Chairman  Baker.  I  think  Mr.  LaFalce  waived  his  right. 

Mr.  Leach.  He  did. 

Chairman  Baker.  I  wanted  to  make  sure  we  hear  from  you  while 
you  are  here. 

Mr.  Leach.  I  appreciate  that,  Mr.  Chairman. 

I  have  a  bit  of  a  lengthy  statement  and  I  would  like  to  ask  unan- 
imous consent  to  have  it  considered  read 

Chairman  Baker.  Without  objection. 

Mr.  Leach.  And  simply  make  a  couple  of  points. 

First,  at  the  outset,  I  would  like  to  commend  you  particularly  for 
scheduling  these  hearings.  It  has  been  a  long  time  since  we  have 
last  looked  at  the  Federal  Home  Loan  Bank  System  and  a  profound 
question  exists  whether  it  is  in  need  of  a  face  lift. 

As  some  of  you  know,  I  have  a  special  fondness  for  the  system. 
Before  coming  to  Congress,  I  served  on  the  Board  of  the  Des 
Moines  Bank,  but  that  was  a  time  when  the  Federal  home  loan 
banks  were  conservatively  run;  inflation  had  vet  to  cut  a  swath 
through  the  industry;  S&L  deregulation,  the  subsequent  upheavals 
had  yet  to  occur;  Fannie  Mae  and  Freddie  Mac  had  yet  to  achieve 
their  massive  market  inroads. 

Today  the  banks  represent  a  system  in  search  of  a  rationaliza- 
tion for  existence.  A  majority  of  their  activities  can  be  or  are  pro- 
vided by  other  sources,  notably  Freddie  Mac  and  Fannie  Mae, 
which  have  created  a  deep  and  highly  liquid  market  for  conforming 
residential  real  estate  loans. 

It  is  the  history  of  government-sponsored  enterprises  that  when 
left  too  long  to  their  own  devices,  they  have  a  tendency  to  stretch 
their  powers  and  transform  their  functions.  In  this  case,  a  system 
designed  to  provide  liquidity  to  S&L's  for  American  housing  holds 
multimillion  dollar  investments  in  Japanese  bank  products. 

A  system  designed  to  assist  institutions  serving  individual  home 
borrowers  is  involved  in  multibillion  dollar  arbitrage  activities.  In 
a  Kafkaesque  circularity,  one  government-sponsored  enterprise  is 
using  its  agency  status  to  purchase  another's  products. 

I  would  like  to  stress  as  strongly  as  I  can  that  this  Congress  has 
an  obligation  to  look  very,  very  closely  at  the  activities  of  the 
GSE's.  I  think  there  are  a  number  of  alternatives  for  reform  and 
I  outline  some  of  them  in  my  opening  statement.  But  I  wish  to 
stress  that,  if  the  system  is  to  be  continued,  it  would  be  a  mistake 
to  move  in  the  direction  of  putting  any  controls  in  any  place  other 
than  the  U.S.  Treasury. 

It  is  Treasury  that  has  responsibility  for  policing  the  debt  mar- 
kets, and  without  controls,  these  institutions  could,  with  great 
ease,  grow  explosively,  while  serving  almost  no  public  interest  and 
crowding  out  the  private  sector  to  boot.  Let  me  particularly  com- 
pliment the  chairman  for  insisting  that  we  have  comprehensive 
hearings. 

He  has  insisted  that  we  hear  from  independent  sources.  Legisla- 
tion which  is  disproportionately  influenced  by  those  who  run  the 
system,  are  clients  of  the  system,  or  are  hired  by  the  system,  will 
inevitably  lead  to  a  result  in  which  the  system  will  feed  on  public 
powers  rather  than  serve  the  public  interest. 

And  so  I  want  to  thank  you  very  much  for  holding  these  hearings 
and  for  the  witness  list  that  you  have  developed. 


Thank  you  very  much,  Mr.  Chairman. 

[The  prepared  statement  of  Hon.  James  A.  Leach  can  be  found 
on  page  106  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Chairman  Leach.  I  certainly  ap- 
preciate your  interest  and  your  participation  here  this  morning  and 
look  forward  to  working  with  you  and  the  members  of  the  full  com- 
mittee on  legislative  initiatives. 

Mr.  Bentsen  has  waived. 

And  Mr.  Hay  worth,  do  you  have  a  comment? 

Mr.  Hayworth.  Mr.  Chairman,  I  only  want  to  make  a  brief 
statement.  But  I  would  like  to  take  this  opportunity  to  thank  you 
for  ^y'our  leadership  for  the  past  several  years  on  the  need  to  mod- 
ernize the  Federal  Home  Loan  Bank  System.  I  think  largely  be- 
cause of  your  hard  work,  we  finally  achieved  a  bipartisan  solution 
to  the  REFCORP  payment  problem  which  stalled  further  consider- 
ation of  legislative  cnanges  to  this  system.  Now  with  that  conten- 
tious issue  resolved,  it  is  my  hope  we  can  move  ahead  with  consid- 
eration of  the  other  measures  you  have  suggested  to  modernize  the 
Federal  Home  Loan  Bank  System. 

I  look  forward  to  today's  testimony,  would  like  to  thank  all  of 
those  who  are  here  to  offer  their  insights  and  hope  to  continue 
working  with  you  on  this  vitally  important  issue. 

Chairman  Baker.  Thank  you,  Mr.  Hayworth. 

Mr.  LoBiondo. 

Mr.  LoBiondo.  Thank  you,  Mr.  Chairman. 

Let  me  begin  by  first  commending  you  and  Congressman  Kan- 
jorski,  who  is  not  able  to  be  with  us  so  far  today,  for  your  work 
the  last  week  in  negotiating  the  REFCORP  allocation  formula.  I 
hope  now  that  we  have  resolved  that  issue  this  subcommittee  can 
proceed  with  efforts  to  reform  the  Federal  Home  Loan  Bank  Sys- 
tem for  the  next  century. 

Several  months  ago,  I  first  learned  of  the  existence  of  a  govern- 
ment-sponsored enterprise  known  as  the  Federal  Home  Loan  Bank 
System.  Like  most  Americans,  I  was  not  aware  of  the  role  of  the 
system  in  our  Nation's  financial  markets.  As  a  result  of  discussions 
surrounding  Chairman  Baker's  legislation,  I  have  learned  a  great 
deal  about  this  relatively  obscure  quasi-governmental  agency.  How- 
ever, as  we  proceed  with  a  modernization  bill,  many  new  questions 
arose  which  I  believe  should  be  answered  before  we  attempt  to 
mark  up  any  legislation. 

One  such  question  involves  the  investment  authority  of  the 
banks.  Some  banks  would  like  to  enhance  their  current  powers 
while  others  would  not  engage  in  such  activities  even  if  empowered 
to  do  so. 

Before  proceeding  with  any  enhancement  or  expansion  of  invest- 
ment authority,  I  think  that  the  subcommittee  should  first  evaluate 
the  current  investment  activities  of  the  banks  and  only  then  should 
we  look  at  what  might  be  done  to  change  these  powers. 

Related  to  this  same  topic,  and  I  hope  that  today's  first  panel  of 
witnesses  will  address  this,  is  whether  or  not  congressional  action 
is  necessary  to  effect  such  changes.  It  has  been  suggested  that  the 
Finance  Board  has  the  authority  to  make  these  cnanges  today.  If 
they  do  indeed  have  this  power,  I  would  be  very  interested  in  hear- 
ing from  our  witnesses  why  they  have  not  acted  in  this  area. 
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Another  issue  that  I  hope  will  be  addressed  by  these  hearings  is 
the  larger  question  of  what  is  best  for  the  system  as  a  whole  for 
the  long  term.  In  the  second  district  of  New  Jersey  that  I  rep- 
resent, there  are  a  total  of  14  financial  institutions  tnat  are  mem- 
bers of  the  Federal  Home  Loan  Bank  of  New  York. 

Over  the  past  several  months,  my  office  has  discussed  the  bank 
system  with  nearly  every  one  of  those  members  and  the  response 
has  been  quite  remarkable.  Rather  than  focusing  on  what  is  in 
their  best  short-term  interest,  the  thrifts  and  banks  in  my  district 
told  me  that  we  should  do  what  is  in  the  best  interest  of  tne  entire 
system  for  the  long  term. 

They  all  stress  the  point  that  Congress  should  pass  legislation 
that  provides  enough  flexibility  for  the  system  to  endure  whatever 
economic  ups  and  downs  that  may  come  in  the  future.  In  the  spirit 
of  future  oriented  reform,  I  think  that  we  should  evaluate  the  role 
of  the  Home  Loan  Bank  System  as  a  government-sponsored  enter- 
prise and  ask  whether  this  could  or  should  be  privatized. 

If  we  determine  that  the  United  States  should  continue  to  lend 
its  implied  faith  and  credit  guaranteed  to  the  bank  system,  then 
I  think  that  significant  reform  should  be  passed  in  order  to  allow 
the  system  to  grow  at  a  healthy  rate  and  provide  much-needed  li- 
quidity to  our  housing  markets.  In  order  to  accomplish  these  goals, 
I  believe  that  the  subcommittee  must  make  some  very  difficult  de- 
cisions such  as  balancing  programs  whose  funding  mechanisms  ac- 
cording to  the  GAO  affect  the  way  the  system  functions  and  impose 
constraints  on  reform  efforts,  which  in  turn  increase  the  extent  of 
the  risk  to  the  Home  Loan  Bank  System  as  a  whole. 

I  look  forward  to  the  hearings  both  today  and  tomorrow  and  I 
hope  that  with  this  new  information  we  will  be  able  to  move  on 
comprehensive  reform  measures  in  the  near  future. 

Again,  thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mr.  LoBiondo. 

It  is  my  pleasure  to  call  our  first  witness,  the  chairman  of  the 
Federal  Housing  Finance  Board,  Mr.  Bruce  Morrison. 

Welcome  back,  Bruce. 

STATEMENT  OF  BRUCE  MORRISON,  CHAIRMAN,  FEDERAL 
HOUSING  FINANCE  BOARD 

Mr.  Morrison.  Thank  you  very  much,  Mr.  Chairman.  And  let  me 
start  by  joining  your  colleagues  in  thanking  you  for  scheduling 
these  hearings  and  giving  us  all  an  opportunity  to  answer  ques- 
tions that  Members  have  and  to  explain  circumstances  giving  rise 
to  the  legislative  proposals  that  are  pending  both  by  your  author- 
ship and  from  the  Administration. 

It  is  no  exaggeration  to  say  that  at  a  time  over  the  last  few  years 
when  few  in  Congress  were  even  aware  of  the  activities  of  the 
Home  Loan  Bank  System,  you  made  it  your  business  to  become  an 
expert  and  that  expertise  has  been  reco^ized  certainly  among  the 
members  of  the  bank  system  and  certamly  at  the  Finance  Board. 
We  appreciate  that  expertise  because  we  think  it  gives  all  of  us  the 
opportunity  to  work  through  the  legislative  process  and  the  over- 
sight process  in  a  very  constructive  way.  And  we  hope  to  supply 
you  whatever  information  you  need  through  this  hearing  process, 
and  also  in  answer  to  questions  that  may  arise  subsequently. 


I  also  want  to  thank  you  sincerely,  along  with  your  colleague  and 
ranking  Member,  Congressman  Kanjorski,  for  last  week's  effort  on 
the  REFCORP  formula  matter,  because  I  think  by  that  amend- 
ment, which  you  authored  with  Mr.  Kanjorski,  we  have  opened  the 
door  to  doing  things  that  a  few  months  ago  seemed  impossible,  and 
I 

Chairman  Baker.  Let  me  in  on  that  point  while  you  are  men- 
tioning Mr.  Kanjorski.  I  should  have  at  the  outset  explained  his  in- 
ability to  be  here  today.  He  is  back  home  with  our  great  Governor 
Tom  Ridge  making  an  important  announcement  of  great  signifi- 
cance to  his  district.  So  he  is — ^wishes  me  to  express  his  regret  for 
not  being  able  to  be  here,  but  important  business  keeps  him  at 
home. 

Thank  you  very  much. 

Mr.  Morrison.  Thank  you.  And  his  staff  also  informed  us  of 
that,  and  I  am  glad  that  they  have  something  in  the  economic 
sphere  to  celebrate. 

Now,  let  me  say  that  it  is  important  as  a  baseline  for  this  discus- 
sion to  understand  that  the  Home  Loan  Bank  System  is  not  in  cri- 
sis. There  is  no  looming  threat  to  the  system.  There  are  no  looming 
threats  to  any  district  banks.  There  is  no  huge  risk  not  being  mon- 
itored and  controlled  for.  There  is  nothing  that  the  system  is  failing 
to  do  that  it  is  required  to  do. 

It  is  paying  its  REFCORP  obligation.  It  is  operating  the  Afford- 
able Housing  Program  and  providing  the  funds  for  it.  It  is  a  system 
that  is  OK  and  it  is  important  that  we  start  with  that  proposition. 
The  regulatory  process  is  healthy  and  we  should  not  be  in  any 
mood  of  panic. 

On  the  other  hand,  as  has  been  observed  by  such  agencies  as  the 
CBO  and  the  GAO  and  the  Department  of  Housing  and  Urban  De- 
velopment through  reports  mandated  by  the  Congress  and  pre- 
pared over  a  year  ago,  there  are  many  things  that  ought  to  be  done 
to  address  changes  that  have  occurred  in  the  marketplace  and  in 
the  system  since  the  Finance  Board  was  established  and  since  the 
home  loan  banks  were  revised  in  their  authorities  in  the  1989 
FIRREA  legislation.  It  is  to  those  changes  that  your  bill,  Mr.  Chair- 
man, and  the  Administration's  bill  were  addressed.  It  is  important 
that  we  focus  on  those  changes  as  what  they  have  been  called, 
modernization,  not  a  response  to  any  kind  of  an  immediate  crisis 
but  the  right  kinds  of  decisions  that  need  to  be  made  as  we  move 
forward  into  the  next  century. 

Now,  let  me  also  say  that  I  am  honored  that  the  President  asked 
me  to  take  on  this  responsibility  as  chairman  of  the  Finance  Board 
at  its  time  of  change,  a  time  of  challenge.  I  have  been  in  this  posi- 
tion since  June  1.  My  confirmation,  along  with  that  of  Tim  O'Neill, 
brought  the  Finance  Board  back  to  a  situation  of  having  a  quorum, 
along  with  members,  Larry  Costiglio  and  the  Assistant  Secretary 
for  Housing,  Nic  Retsinas,  who  we  are  going  to  hear  from  in  a  few 
minutes. 

We  have  with  this  quorum  and  with  a  full-time  chairman  been 
in  the  position  now  to  focus  on  many  issues  that  could  not  have 
been  addressed  during  a  period  when  there  was  not  a  quorum  on 
the  board.  And  I  am  proud  of  what  we  have  been  able  to  do  over 
the  last  3V2  months,  most  importantly,  to  take  up  regulatory  mat- 


ters,  examination  issues  and  to  act  on  them  in  a  manner  that 
makes  clear  that  as  a  regulatory  body  we  intend  to  do  our  job  in 
a  clear,  effective  and  decisive  manner. 

There  are,  as  I  said,  issues,  but  not  things  about  which  Congress 
should  be  fearful.  Your  opening  statement,  you  refer  to,  and  Mr. 
Leach  also  referred  to,  investment  activity.  We  are  concerned  about 
investment  activity  and  we  recently  issued  an  advisory  on  the  issue 
of  investment  in  Japanese  unsecured  credit  with  Japanese  institu- 
tions, and  we  will  continue  to  monitor  this. 

We  are  pleased  that  over  the  time  that  we  have  been  monitoring 
and  talking  about  it  and  now  formally  advising  about  it,  the  expo- 
sure has  been  dramatically  reduced  and  is  still  being  unwound  as 
we  spe^.  We  are  going  to  continue  to  look  at  the  issue  of  unse- 
cured credit. 

We  have  also  had  many  discussions  about  the  investment  activ- 
ity generally,  and  we  believe  that  what  the  banks  are  doing  is  a 
rational  response  to  their  obligations.  But  the  obligations  are  not 
necessarily  rationally  constructed  and  we  hope  the  modernization 
of  legislation  will  address  that  in  a  way  that  will  allow  us  to  go  in 
a  direction  to  focus  the  activities. 

As  I  have  already  said,  I  think  the  committee  print  that  was  pre- 
pared for  the  markup  in  July  incorporated  many  of  the  best  ideas 
from  your  original  legislation  and  from  that  provided  by  the  Ad- 
ministration, and  I  think  it  provides  an  excellent  framework  to 
move  forward. 

Let  me  just  note  a  few  of  the  areas  that  I  think  need  emphasis 
with  respect  to  the  legislation.  It  is  essential  that  the  mission  of 
the  system  be  set  forth  in  a  clear  way,  that  it  be  done  in  a  way 
that  is  not  so  restrictive  that  it  is  not  responsive  to  the  different 
marketplace  that  we  are  going  to  clearly  going  to  have  with  merged 
thrift  and  bank  industries  in  the  years  ahead,  but  that  it  be  clear 
that  it  be  a  public  interest  mission  that  justifies  there  being  a  GSE 
at  all. 

It  is  essential  also  that  the  Finance  Board  have  both  safety  and 
soundness  and  program  regulatory  authority  in  order  to  see  to  it 
that  decisions  that  need  to  be  made  about  investment  activities, 
about  advance  activity,  about  other  services  to  members  be  focused 
on  the  mission,  and  that  is  not  something  that  can  be  delegated  to 
the  district  banks.  They  should  do  their  own  management,  but  they 
need  to  be  regulated,  both  as  to  safety  and  soundness  and  as  to 
performing  the  mission. 

The  structure  of  the  board  is  an  issue  on  which  there  are  dif- 
ferences of  opinion  on  our  Finance  Board,  but  let  me  just  state  my 
own  personal  view.  I  think  that  it  is  essential  that  there  be  a  full- 
time  chairman  who  has  executive  responsibility  for  this  agency. 
That  is  the  current  situation,  although  it  is  not  by  statute,  it  is  by 
delegation  of  the  power  that  currently  resides  in  all  five  board 
members. 

It  is  also  important  to  see  to  it  that  both  the  Department  of 
Housing  and  Urban  Development  and  the  Department  of  Treasury 
are  represented  on  the  board,  but  it  is  also  important  in  the  struc- 
ture of  the  board  that  it  continue  to  be  an  independent  agency,  not 
controlled  by  any  one  Administration  and  that  can  be  done  with 
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the  way  in  which  the  terms  of  the  chairman  and  of  the  two  part- 
time  members  can  be  constructed. 

I  have  already  spoken  of  the  importance  of  the  change  in  the 
REFCORP  formula  for  dealing  with  some  of  the  concerns  about  in- 
vestments. It  is  also  important  that  we  look  at  the  capital  structure 
for  this  system.  The  capital  structure  must  address  several  things: 
Number  one,  it  must  be  absolutely  sufficient  to  protect  the  tax- 
payer against  any  potential  loss  of  any  kind.  At  the  same  time,  it 
should  not  be  an  engine  that  forces  investment  activity  in  the  same 
way  that  the  REFCORP  obligation  has  done.  That  is  that  the  cap- 
ital should  be  tied  to  the  actual  focused,  mission-oriented  work  of 
the  system  and  not  be  an  arbitrary  amount  tied  merely  to  the  bal- 
ance sheet  of  the  members.  The  creation  of  excess  capital  in  the 
system  is  an  invitation  to  investment  activity  as  surely  as  a  fixed 
REFCORP  obligation. 

With  respect  to  the  Affordable  Housing  Prog^fam,  this  is  a  dra- 
matic success  among  programs  that  often  are  criticized  here  on 
Capitol  Hill  in  the  area  of  providing  housing.  And  the  reason  for 
the  success  is  that  it  has  operated  in  a  highly  flexible  manner. 
There  have  been  sufficient  resources.  And  it  has  brought  together 
the  private  sector — private  sector  providers  of  capital  with  the  non- 
profit development  industry  in  a  way  that  is  uniquely  successful 
from  the  perspective  of  both  of  those  communities.  We  need  to 
maintain  that  program. 

I  hope  that  the  $100  million  minimum  floor  in  the  current  law 
will  be  maintained.  The  10  percent  whole  loan  test  which  was  not 
in  your  original  bill,  Mr.  Chairman,  but  which  vou  put  in  your 
mark  in  response  to  the  Administration's  proposal  is  a  fundamen- 
tally sound  idea.  It  is  based  on  the  notion  that  there  must  be  a  way 
to  be  sure  that  the  system  is  addressing  a  mission  rather  than 
merely  providing  liquidity  without  regard  to  any  particular  kind  of 
lending. 

On  the  other  hand,  the  10  percent  whole  loan  test  is  quite  in- 
flexible and  thought  needs  to  be  given  to  some  alternative  possibili- 
ties, probably  best  done  on  a  regulatory  basis  rather  than  by  spe- 
cific legislation  which  would  allow  the  Finance  Board  to  develop  al- 
ternative tests,  if  there  are  appropriate  ones  to  be  used,  which 
would  be  tied  still  to  assuring  that  the  advances  of  the  system  and 
other  services  are  directed  to  a  public  purpose. 

One  of  the  other  major  issues  that  needs  to  be  solved  is  the  cur- 
rent 30  percent  cap  on  loans  to  non-QTL  members.  This  cap  which 
seemed  quite  adequate  in  1989,  is  increasingly  in  danger  of  becom- 
ing a  real  problem  for  the  system. 

Currently,  about  16  percent  of  the  lending  is  to  commercial 
banks  that  are  not  QTL  qualified.  That  number,  through  mergers 
and  other  changes,  is  projected  to  increase  up  to  the  30  percent 
limit  by  the  end  of  1996.  This  is  an  appropriate  matter  to  be 
addressed. 

Finally,  let  me  say  that  the  issue  of  consolidation  has  been 
raised.  And  the  issue  of  consolidation  is  a  highly  contentious  one 
within  the  Home  Loan  Bank  System.  I  believe  there  is  a  way  to 
respond  to  this  that  would  be  appropriate  from  all  perspectives. 

The  Home  Loan  Bank  System  is  a  cooperative  system.  It  has 
members,  and  the  purpose  of  the  system  is  to  be  of  service  to  those 


members  in  service  of  a  public  mission.  If  consolidation  is  a  more 
efficient  way  to  provide  services  to  those  members,  it  should  be  the 
members  who  would  be  clamoring  for  it. 

At  the  present  time,  we  don't  near  most  memberships  of  most  of 
the  district  banks  asking  for  consolidation;  however,  with  changes 
in  the  marketplace,  we  may  well  see  that.  I  would  hope  that  the 
legislation  would  be  permissive  on  the  issue  of  consolidation  rather 
than  directive  and  would  give  the  memberships  of  the  banks  the 
opportunity  to  ask  for  it,  to  vote  for  it,  to  have  the  boards  of  direc- 
tors of  the  banks  execute  it  and  have  the  Finance  Board  oversee 
the  process.  But  I  think  an  attempt  to  direct  consolidation  at  this 
time  from  Washington  would  be  out  of  keeping  with  the  very  coop- 
erative nature  of  the  system  which  gives  it  its  strength. 

I  believe  that  the  goals  of  seeing  to  it  the  system  is  not  costing 
more  than  it  ought  in  any  given  bank  is  one  that  can  be  addressed 
both  by  regulation  and  by  the  financial  pressures  the  system  actu- 
ally operates  under.  The  spreads  are  very  small.  There  is  a  lot  of 
financial  pressure  already  on  each  bank  to  do  the  most  that  it  can 
with  the  least  in  resources,  and  I  don't  think  that  runaway  cost  is 
generally  a  problem. 

The  total  cost  to  the  system,  the  total  operating  expenses  of  the 
system  amount  to  about  .85  basis  points  on  the  total  assets  of  the 
system,  and  with  respect  to  advances  alone,  represent  only  about 
1.6  basis  points.  So  there  isn't  a  lot  of  saving  on  the  cost  of  services 
to  the  members  in  savings  in  the  operating  expenses,  which  doesn't 
mean  they  shouldn't  be  kept  to  a  minimum,  but  does  mean  we 
should  keep  them  to  a  minimum. 

I  thank  you  very  much  for  the  opportunity  to  testify.  I  look  for- 
ward to  any  questions  the  members  might  have. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Morrison  can  be  found  on  page 
109  in  the  appendix.] 

Chairman  Baker.  Thank  you.  Chairman  Morrison. 

Our  next  witness  is  Mr.  Nicolas  Retsinas  who  is  the  Assistant 
Secretary  of  Housing  for  the  Department  of  HUD. 

Mr.  Retsinas. 

STATEMENT  OF  NICOLAS  P.  RETSINAS,  ASSISTANT  SEC- 
RETARY FOR  HOUSING,  DEPARTMENT  OF  HOUSING  AND 
URBAN  DEVELOPMENT 

Mr.  Retsinas.  Thank  you,  Mr.  Chairman,  members  of  the 
subcommittee. 

Let  me  join  my  colleague,  Mr.  Morrison,  in  thanking  you  for  con- 
ducting this  hearing,  and  I  think  more  importantly  for  persevering 
on  this  issue.  I  understand  what  a  crowded  agenda  you  all  have, 
and  your  ability  to  continue  to  focus  on  this  I  think  is  critically 
important. 

What  I  would  like  to  do  for  a  few  minutes,  I  would  like  to  submit 
my  entire  testimony  for  the  record,  if  I  may 

Chairman  Baker.  Without  objection. 

Mr.  Retsinas.  Is  really  focus  on  the  issue  of  context,  and  let  me 
tell  you  the  perspective  I  am  going  to  try  to  bring  to  it. 

I  wear  several  hats  in  the  Administration  as  it  relates  to  our 
housing  finance  system.  I  represent  Secretary  Cisneros  on  the  Fed- 
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eral  Housing  Finance  Board.  I  am  the  Federal  Housing  Commis- 
sioner. I  am  the  Assistant  Secretary  for  Housing.  And  I  am  also  the 
principal  advisor  to  Secretary  Cisneros  on  the  affordable  housing 

foals  of  the  other  two  secondary  market  GSEs,  Fannie  Mae  and 
'reddie  Mac.  I  think  that  gives  me  an  important  perspective  and 
I  think  it  gives  me  an  opportunity  to  talk  about  housing  finance  in 
this  country,  where  the  Federal  Home  Loan  Bank  System  fits  in 
that  context,  and  then  make  some  comments,  if  I  could,  on  the  leg- 
islation before  you. 

And  I  want  to — I  listened  very  closely  to  Chairman  Leach  and  all 
the  opening  statements,  and  I  think  perspective  is  critical.  As  we 
look  back  in  the  days  before  government-sponsored  enterprise,  in 
the  days  before  government  insurance  programs,  it  was  very  dif- 
ferent world  of  housing  finance. 

Up  until  and  through  the  Depression,  we  have  a  very  different 
theory  of  home  ownership  in  this  country,  for  example.  The 
premise  of  home  ownership  back  up  until  the  1930's  is  that  you 
save  your  entire  life,  your  entire  working  life,  and  at  the  end  of 
that  saving,  you  then  could  buy  a  house.  Not  surprisingly  as  a  re- 
sult of  that,  the  home  ownership  rate  in  this  country  was  about — 
about  half,  a  little  more  than  half  of  what  it  is  today.  Millions  of 
families  did  not  have  the  appropriate  down  payment,  which  up 
until  the  mid-1930's  was  generally  a  50  percent  down  payment. 
And  when  they  did  and  they  tried  to  get  financing,  the  availability 
of  financing  was  erratic. 

Even  though  it  is  not  Christmas,  we  all  recall  the  movie  "Its  A 
Wonderful  Life"  with  Jimmy  Stewart,  and  we  all  know  what  hap- 
pened to  George  Bailey  and  the  Building  and  Loan,  the  money 
wasn't  there. 

Well,  it  is  1995.  And  the  world  is  not  perfect,  but  I  would  argue 
in  the  world  of  housing  finance,  it  is  much  better  than  it  was  in 
1930.  And  I  think  it  is  important  to  understand  why  it  is  better, 
what  contribution  the  government-sponsored  enterprises  and  gov- 
ernment programs  make  to  that  and  then  address,  then  be  chal- 
lenged to  how  we  could  make  it  be  better,  even  better  over  time. 

What  does  the  world  of  housing  finance  look  like  today?  I  think 
generally  speaking  it  is  a  pretty  efficient  system  and  pretty  effec- 
tive system.  I  say  that  because  my  guess  is  on  the  average  of  about 
once  a  month  I  get  a  visitor  from  a  foreign  country  who  marvels 
at  the  system  we  have,  its  ability  to  organize  and  funnel  capital 
from  all  over  the  world,  in  all  different  forms  to  home  mortgages. 
It  is  really  amazing  how  we  have  been  able  to  do  that  in  a  rel- 
atively efficient,  relatively  low-cost,  and  more  importantly,  acces- 
sible way. 

We  have  been  able  in  large  measure,  in  large  measure,  to  make 
sure  that  capital  is  available  no  matter  where  you  are  in  this  coun- 
try, in  large  measure,  and  no  matter  at  what — what  point,  where 
the  economy  is,  generally  capital  is  available. 

Let's  focus  again  on  the  components  of  that  system  and  why  it 
works  so  well.  I  think  why  it  works  so  well  is  because  it  really  com- 
bines three  different  components:  First  and  foremost,  even  though 
this  is  not  a  hearing  on  private  sector  finance,  is  the  private  sector. 
In  large  measure,  the  housing  finance  system  in  this  country  works 
because  it  is  essentially  developed  by  the  private  sector,  whether 
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it  is  private  lenders,  whether  it  is  private  mortgage  insurance  com- 
panies, there  are  a  whole  series  of  private  institutions  that  deliver 
this.  Behind  and  undergirding  those  private  institutions  are  gov- 
ernment-assisted programs.  The  government-sponsored  enterprises 
increasingly  add  to  this  undergirding  of  the  system. 

Again,  this  is  not  a  hearing  about  the  secondary  market  institu- 
tions, but  as  Chairman  Leach  indicated,  they  are  increasingly 
dominating  the  marketplace. 

I  would  submit  the  Federal  Home  Loan  Bank  System  is  also  a 
complementary  part  of  that  system,  not  a  system  that  ought  to 
stand  in  and  of  itself  but  a  complementary  part  of  that  system. 

I  would  also  submit  and  this  would  be  a  subject,  I  am  sure,  of 
future  testimony,  that  there  is  an  important  role  for  government 
insurance  programs.  Our  own  Housing  Administration  and  the  Vet- 
erans Administration.  All  of  those,  all  of  those  institutions,  all  of 
those  entities  play  a  role  in  ensuring  that  credit  is  available  for 
housing  finance.  Each  of  them  play  a  different  part  of  that  role. 

I  would  argue  that  it  is  an  important  role  for  the  government- 
sponsored  enterprise  and  even  more  so  for  the  government  insur- 
ance programs  to  be  able  to  pioneer  new  products,  to  be  able  to 
ensure  that  finance,  that  capital  is  available  in  countercyclical  situ- 
ations. Third,  to  extend  the  reach  of  those  who  aren't  able  to  access 
this  wonderfully  efficient  system,  because  we  still  have  a  long  way 
to  go. 

Recently,  as  an  aside,  Mr.  Chairman,  recently  there  has  been 
some  discussion  about  whether  or  not  affordable  housing  is  a  pru- 
dent way  to  extend  credit.  I  am  afraid  if  we  are  not  careful  that 
sort  of  anecdotes  of  bad  loans  will  outweigh  the  analysis.  From  my 
perspective,  it  is  clear  that  it  is  possible  to  complement  affordable 
housing  loans  and  sound  business  practices.  And,  indeed,  as  I  turn 
my  attention  now  to  the  Federal  Home  Loan  Bank  System,  I  be- 
lieve that  the  liquidity  offered  through  the  system  allows  the  over 
5,000  lenders  to  do  just  that,  which  is  to  offer  mortgage  products 
that  don't  fit  the  cookie-cutter  of  the  secondary  market. 

The  secondary  market  is  the  ideal  vehicle  in  which  traditional 
underwriting  can  be  channeled.  The  features  of  the  secondary  mar- 
ket, scale,  standardization,  lend  themselves  to  traaitional 
underwriting. 

We  are  all  aware  of  situations,  whether  it  is  fishermen  in  my 
home  State  of  Rhode  Island,  whether  it  is  farmers  in  some  of  the 
other  States  that  you  all  sort  of  represent,  there  are  a  whole  series 
of  situations  that  don't  lend  themselves  to  that  conforming  market- 
place. I  believe  that  the  Federal  Home  Loan  Bank  System  has  the 
potential  to  address  those  needs. 

My  own  experience  at  the  Finance  Board  is  that  while  there  is 
work  that  needs  to  be  done — and  I  want  to  applaud  in  3  short 
months  the  efforts  of  Chairman  Morrison  and  the  other  members 
of  the  board  in  addressing  some  issues  that  we  were  unable  to  ad- 
dress in  the  absence  of  a  quorum,  but  I  believe  that  system  has 
begun  to  demonstrate  how  it  can  reach  out  and  offer  those  services. 

One  of  the  other  hats  that  I  failed  to  mention  at  the  outset  is 
I  work  with  the  Secretary  to  help  implement  the  President's  na- 
tional home  ownership  strategy.  The  Federal  Home  Loan  Bank 
System  and  its  member  institutions  have  been  out  front  in  trying 


12 

to  join  in  that  effort  in  trying  to  increase  the  home  ownership  rate 
in  this  country. 

Clearly,  I  would  agree  with  Chairman  Morrison,  this  is  not  a 
time  of  crisis.  I  would  argue,  however,  that  indeed  that  is  the  per- 
fect time  to  improve  and  modernize  the  system.  Too  often  all  of  us 
deal  with  crisis.  In  our  desperation  to  deal  with  crisis,  we  do  things 
perhaps  not  as  prudently  as  we  might  like  to.  This  is  a  system  that 
has  a  solid  base.  Could  it  be  improved?  Absolutely  so. 

And  let  me  end  if  I  could  with  a  couple  of  comments  on  the  legis- 
lation. One,  I  think  it  is  absolutely  critical,  it  is  absolutely  critical 
that  the  mission  of  the  Federal  Home  Loan  Bank  System  be 
reaffirmed  and  it  be  codified.  I  believe  it  is  essential  that  its  pri- 
mary mission  be  continued  to  support  housing  finance;  I  believe 
there  is  potential  in  that  mission  to  expand  into  community  devel- 
opment. 

I  also  believe,  and  having  come  to  Washington  from  outside 
Washington,  am  absolutely  convinced  of  this,  that  we  can  best 
achieve  that  by  being  directional,  not  being  prescriptive.  There  are 
so  many  different  markets,  so  many  different  situations.  I  think  we 
should  resist  the  urge  to  be  prescriptive  of  how  that  is  carried  out. 

Second,  and  I  know  you  expect  me  to  say  this,  but  I  have  to  say 
it,  the  Affordable  Housing  Program  works.  And  in  an  era  of  dwin- 
dling resources  and  having  been  one  of  the  victims  of  those  dwin- 
dling resources,  certainly  in  my  Department,  it  is  absolutely  essen- 
tial that  this  program  that  works  be  maintained.  So  I  would  hope 
there  would  be  serious  consideration  to  maintaining  that  forum. 

Third,  let  me  again  repeat  what  my  colleagues  said,  and  let  me 
thank  you  particularly,  Congressman  Kanjorski,  for  your  efforts  on 
the  REFCORP  allocation  formula.  It  is  one  of  the  efforts  we  have 
been  wrestling  with  for  some  time  and  I  think  it  does  offer  a  break- 
through so  we  can  turn  our  attention  to  these  important  issues  of 
mission. 

Let  me  leave  with  one  last  point,  which  is  a  small  point  but  one 
that  is  particularly  pertinent  because  of  a  recent  visit  I  made.  One 
of  the  subsets  of  the  Federal  Home  Loan  Bank  System  is  providing 
availability  of  credit  to  a  category  of  borrowers  we  call  nonmember 
borrowers,  the  so-called  section  10(b)  of  the  act.  Coming  from  a 
State  housing  finance  agency  which  was  the  first  nonmember  bor- 
rower in  the  history  of  the  system,  I  am  well  aware  of  the  potential 
of  that. 

I  would  ask  that  you  give  serious  consideration  to  retaining  in 
the  bill  the  provision  that  expands  nonmember  borrowers  to  Indian 
housing  authorities  and  community  development  financial  institu- 
tions. Over  this  past  weekend,  I  joined  Director  Larry  Costiglio  on 
the  Navajo  Nation.  The  dire  poverty,  the  severe  housing  needs  that 
exist  on  that  reservation,  on  Indian  reservations  all  over  this  coun- 
try merit  our  fullest  attention.  I  believe  there  is  again  a  way  to  bal- 
ance prudence  in  terms  of  collateral  requirements  and  making  sure 
that  lending  is  available  to  support  those  severe  housing  needs. 

So  again,  Mr.  Chairman,  members  of  the  subcommittee,  thank 
you  for  keeping  on  this  issue.  And  thank  you  for  reaffirming  your 
commitment  to  housing  finance  in  this  countr>'. 

Thank  you. 
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[The  prepared  statement  of  Hon.  Nicolas  P.  Retsinas  can  be 
found  on  page  121  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Retsinas. 

Our  next  witness  is  the  Acting  Director  of  the  Office  of  Thrift  Su- 
pervision, Mr.  Jonathan  Fiechter. 

Welcome,  Mr.  Fiechter. 

STATEMENT  OF  JONATHAN  L.  FIECHTER,  ACTING  DIRECTOR, 
OFFICE  OF  THRIFT  SUPERVISION 

Mr.  Fiechter.  Thank  you. 

Good  morning.  Chairman  Baker,  Chairman  Leach  and  members 
of  the  subcommittee.  I  appreciate  the  opportunity  to  participate  in 
this  oversight  hearing. 

Mr.  Chairman,  I  would  like  to  join  my  fellow  panelists  in  com- 
mending you  for  your  continued  leadership  on  bank  system  issues. 

As  the  regulator  of  savings  associations,  the  OTS  has  a  vital  in- 
terest in  the  bank  system.  Federal  and  State  savings  associations 
hold  over  $7  billion  in  bank  system  capital  stock.  This  represents 
more  than  half  of  all  bank  system  stock. 

For  most  savings  associations,  bank  system  stock  is  their  largest 
single  investment.  It  currently  constitutes  12  percent  of  savings  as- 
sociations' capital.  Savings  associations  are  also  the  bank  system's 
biggest  customers,  holding  almost  $76.4  billion,  or  nearly  two- 
thirds  of  total  system  advances.  Thus,  the  operations  and  continued 
health  of  the  bank  system  are  of  great  interest  both  to  OTS  and 
to  institutions  regulated  by  OTS. 

In  your  letter  of  invitation,  you  asked  that  we  address  six  specific 
questions  and  indicated  that  we  should  also  feel  free  to  address  the 
general  subject  of  bank  system  reform.  In  the  interest  of  time  this 
morning,  I  will  only  address  two  of  these  questions  and  then  com- 
ment briefly  on  the  bank  system  reform  issue. 

You  asked  whether  institutions  investing  in  Federal  home  loan 
bank  structured  debt  fully  understand  the  market  risks  associated 
with  these  instruments.  This  is  a  very  real  concern  that  OTS  has 
sought  to  address. 

Last  year,  OTS  issued  guidelines  for  savings  associations  consid- 
ering an  investment  in  structured  debt.  These  guidelines  contain 
straightforward  investment  advice,  including  the  obvious  require- 
ment that  institutions  carefully  review  and  understand  the  terms 
and  provisions  of  such  debt  prior  to  purchase. 

The  guidelines  also  require  institutions  to  conduct  a  sensitivity 
analysis,  or  stress  test,  of  structured  debt  instruments  prior  to  pur- 
chase so  that  they  have  a  clear  understanding  of  the  risk  and  re- 
turn characteristics  of  the  instruments. 

We  also  collect  detailed  information  every  3  months  on  the  dollar 
volume  and  interest  rate  sensitivity  of  structured  debt  and  deriva- 
tives held  by  savings  associations.  These  data  are  fed  into  an  inter- 
nal OTS  interest  rate  risk  model  that  we  use  to  monitor  the  inter- 
est rate  risk  exposure  of  savings  associations.  The  results  of  this 
interest  rate  risk  testing  is  shared  with  management  of  the  thrifts 
each  quarter. 

We  believe  our  guidelines  have  been  successful.  When  structured 
debt  was  a  relatively  new  product,  a  few  OTS-regulated  institu- 
tions made  investments  of  a  type  or  in  an  amount  that  OTS  consid- 
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ered  inappropriate  largely  because  the  institutions  did  not  fully  un- 
derstand the  characteristics  of  the  product.  Since  the  issuance  of 
our  guidelines  and  the  introduction  of  our  reporting  system  for 
structured  debt,  however,  we  have  encountered  no  systemic  prob- 
lems regarding  savings  association  investments  in  this  debt. 

You  also  asked  if  the  existence  of  the  Federal  Home  Loan  Bank 
System  advances  increased  the  amount  of  total  dollars  available  for 
housing.  We  believe  that  bank  system  advances  have  enhanced  the 
availability  of  housing  credit.  While  member  institutions  have  a  va- 
riety of  sources  available  to  fund  mortgage  loans,  bank  system  ad- 
vances offer  at  least  three  distinct  advantages  not  available 
through  these  alternative  sources  of  funding. 

First,  advances  provide  a  low-cost  and  readily  available  source  of 
funds.  Second,  the  variety  of  maturities  available  on  bank  system 
advances  provides  bank  system  members  with  greater  flexibility  in 
managing  their  interest  rate  risk  when  funding  their  mortgage  ac- 
tivities. And  third,  bank  system  advances  provide  funding  for  non- 
traditional  mortgage  loans  that  could  not  easily  be  sold  into  the 
secondary  market. 

Loans  in  this  category  include  adjustable-rate  mortgages  and 
those  designed  for  low-  and  moderate-income  households.  At  least 
one  survey  conducted  several  years  ago  indicated  that  almost  half 
of  all  loans  held  in  portfolio  by  savings  associations  were  loans  that 
were  not  typically  securitizable.  Bank  system  advances  provide  an 
important  source  of  funding  for  these  loans,  particularly  in  areas 
where  growth  in  retail  deposits  may  lag  behind  demand  for  mort- 
gage lending. 

As  part  of  their  ongoing  business,  community-based  portfolio 
lenders  acquire  specialized  knowledge  of  the  creditworthiness  of 
their  customers.  As  a  result,  they  are  able  to  make  credit  decisions 
and  establish  terms  and  conditions  on  loans  based  on  a  history  of 
having  worked  with  their  borrowers  and  their  knowledge  of  their 
borrowers'  unique  needs.  While  these  loans  might  not  meet  na- 
tional standards  required  for  securitization,  they  remain  an  impor- 
tant component  of  the  financial  system. 

Let  me  turn  briefly  to  bank  system  reform.  Because  thrifts  com- 
prised virtually  all  of  the  membership  of  the  bank  system  prior  to 
FIRREA,  Congress  looked  to  the  bank  system  as  a  source  of  funds 
to  cover  a  portion  of  the  costs  of  the  thrift  crisis  in  the  1980's. 

At  the  same  time,  FIRREA  also  permitted  commercial  banks  to 
become  members  of  the  bank  system.  The  combination  of  the 
FIRREA  financial  obligations  and  the  new  bank  members  has 
placed  stress  on  the  system.  In  particular,  different  standards 
apply  to  different  member  depository  institutions.  Key  differences 
include:  federally  chartered  thrifts  are  required  to  be  members  of 
the  bank  system,  and  they  cannot  withdraw.  By  contrast,  member- 
ship for  commercial  banks  and  State-chartered  institutions  is 
voluntary. 

Commercial  banks  and  FDIC-regulated  thrifts  that  hold  as  little 
as  10  percent  of  their  assets  in  mortgage-related  investments  can 
join  the  bank  system,  whereas  Federal  and  State  savings  associa- 
tions are  required  to  meet  the  much  more  stringent  statutory  QTL 
test.  This  effectively  requires  a  minimum  mortgage  investment  by 
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OTS-regulated  thrifts  that  is  many  times  higher  than  the  level 
specified  for  banks  and  FDIC-regulated  thrifts. 

As  a  result  of  these  changes,  the  system  faces  a  number  of  chal- 
lenges. The  costs  imposed  on  the  bank  system  by  FIRREA  and 
CEBA  have  put  pressure  on  system  income.  At  the  same  time,  the 
demand  for  traditional  system  advances  from  thrift  institutions  has 
fallen  dramatically  since  the  late  1980's. 

The  result  has  been  pressure  on  the  various  Federal  home  loan 
banks  to  seek  new  and  higher-yielding  products  and  investments. 
This  has  increased  the  risk  in  the  system  and  has  raised  questions 
about  the  purpose  of  the  system  and  how  to  ensure  adequate  cap- 
italization and  safety  and  soundness. 

In  addition,  the  differences  in  the  terms  governing  membership 
and  advances  for  savings  associations  and  other  institutions  have 
effectively  created  two  distinct  classes  of  members  with  the  poten- 
tial for  different  investment  objectives  and  different  levels  of  risk 
exposure.  This  has  created  tension  among  members,  conflicting  de- 
mands on  management  and  raises  questions  of  fairness. 

In  light  of  these  difficulties,  the  OTS  strongly  supports  bank  sys- 
tem restructuring  and  modernization.  The  housing  finance  system 
has  undergone  dramatic  restructuring  over  the  last  2  decades  and 
the  structure  and  operations  of  the  bank  system  should  reflect 
these  changes. 

Earlier  this  year,  Mr.  Chairman,  you  and  the  Treasury  Depart- 
ment released  reform  bills  that  were  quite  similar  in  substance. 
These  bills  provide  a  solid  basis  for  bank  system  reform. 

As  this  subcommittee  moves  forward  in  the  reform  process,  we 
stand  ready  to  work  with  you. 

Thank  you  very  much. 

[The  prepared  statement  of  Hon.  Jonathan  L.  Fiechter  can  be 
found  on  page  134  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Fiechter. 

Mr.  Morrison,  one  of  the  concerns  about  the  current  method  of 
operation  of  the  system,  from  my  perspective,  at  least,  is  the 
amount  of  debt  the  bank  system  holds.  Federal  home  loan  banks, 
of  the  Federal  Home  Loan  System  debt  as  well  as  government-re- 
lated debt  approaching  some  $30  billion.  Given  the  concentration 
by  some  district  operations  in  that  very  small  customer  base  that 
hold  a  large  number  of  obligations,  and  in  light  of  the — I  don't 
want  to  call  it  a  daisy-chain  relationship,  but  the  people  who  are 
in  the  housing-related  business,  do  you  have  a  comfort  level  or  can 
you  give  me  a  comfort  level  about  this  interrelationship  between 
basically  GSE  debt  and  the  Federal  home  loan  bank? 

Mr.  Morrison.  Well,  I  think  that  we  ought  to  come  at  this  with 
three  different  issues  that  it  raises.  The  first  and  most  important 
issue  looking  down  the  road  is,  is  the  purpose  of  the  Home  Loan 
Bank  System  to  acquire  these  kinds  of  assets  and  do  we  need  a 
system  to  do  that? 

I  do  not  think  that  that  is  what  the  Home  Loan  Bank  System 
is  for  and  therefore  we  do  not  need  to  preserve  the  system  for  the 
purpose  of  holding  other  GSE  instruments  or  other — or  holding 
within  the  various  district  banks  the  obligations  of  other  district 
banks. 
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On  the  other  hand,  these  are  not  instruments  that  are  importing 
risk  into  the  system.  These  are  essentially  risk-free  obligations  in 
terms  of  credit  risk,  and  the  interest  rate  risk  in  the  system  is  very 
low  and  is  monitored  very  closely  by  our  regulatory  and  examina- 
tion process. 

Some  of  these  instruments  do  have  interest  rate  risk  embedded 
in  them,  but  there  is  a  substantial  ongoing  stress  test  that  is  ap- 
plied by  both  the  banks  themselves  and  by  us  in  terms  of  regula- 
tion. There  is — they  are  part  of  the  pressure  to  find  returns  suffi- 
cient to  earn  enough  money  to  do  the  things  that  the  Federal  Home 
Loan  Bank  System  is  currently  being  asked  to  do. 

It  is  being  asked  to  pay  $300  million  through  REFCORP.  It  is 
being  asked  to  pay  $100  million  in  AHP-subsidized  advances.  And 
it  is  being  asked  to  pay  for  the  capital  of  voluntary  members  who 
insist  that  they  get  a  market  return. 

And  the  combination  of  those  pressures  cannot  be  met  through 
the  advance  business  alone.  So  my  comfort  level  is  not  with  the  cir- 
cumstance that  we  have,  I  am  not  uncomfortable  on  a  risk-safety 
and  soundness  basis.  But  on  a  purpose  basis,  I  am  quite  uncomfort- 
able, and  think  that  the  modernization  legislation  ought  to  move 
us  to  a  situation  where  those  financial  pressures  are  not  there  and 
the  pressures  are  to  serve  the  membership  in  a  way  related  to  the 
public  purpose  of  the  GSE. 

Chairman  Baker.  Thank  you,  Mr.  Morrison. 

Mr.  Fiechter,  it  is  a  related  question,  just  slightly  different  twist 
with  regard  to  investment  policies  of  the  home  loan  bank.  It  ap- 
pears at  least  on  a  superficial  level  that  the  investment  portfolio 
is  exceeding  in  size  the  level  of  advances.  When  you  begin  to  look 
at  the  purpose  of  the  advances,  which  is  very  difficult  to  ascertain, 
it  seems  that  they  are  short-term  advances  for  liquidity  purposes 
rather  than  long-term  advances  for  facilitating  the  home  loan  port- 
folio lending. 

Is  that  a  correct  assumption?  Is  that  where  the  system's  mission 
has  to  be  better  defined  or  is  that  a  problem,  in  your  perspective? 

Mr.  Fiechter.  I  don't  myself  see  a  difficulty,  if  I  understand  your 
question,  with  the  bank  system  providing  both  the  longer-term  ad- 
vances, which  institutions  can  use  to  manage  their  interest  rate 
risk  and  also  meeting  occasional  short-term  liquidity  needs  through 
a  very  short-term  advance. 

Chairman  Baker.  Do  you  think  the  current  practices  then  don't 
really  need  to  be  modified  to  avoid  either  a  public  policy  question 
or  a  systemic  risk  of  any  sort? 

Mr.  Fiechter.  I  don  t  believe  there  is  a  difficulty,  at  least  with 
the  institutions  that  we  are  supervising,  with  the  advance  policy. 
I  agree  very  much  with  the  dialogue  that  has  gone  on  earlier  with 
respect  to  the  bank  system's  investment  strategy,  to  the  extent  that 
the  demand  for  advances  have  fallen  off  and  the  bank  system  has 
found  it  necessary  to  substitute  other  investments  for  the  advances. 
But  the  advance  practice  as  of  now,  I  think  that  there  are  legiti- 
mate both  very  short-term  needs,  as  well  as  long-term  fundfing 
needs  that  the  current  system  is  meeting. 

Chairman  Baker.  Thank  you. 

Mr.  Retsinas,  I  will  try  to  be  quick  since  I  am  running  out  of  my 
own  time  here. 
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I  agfree  very  strongly  that  there  is  a  division  in  the  market  be- 
tween the  portfoHo  lender  and  the  secondary  market  participant 
and  that  the  inner-city  and  rural  lending  operations  tend  to  be 
more  the  portfolio  nonconforming  credit  extension  where  the  larger 
corporate  entities  in  a  large  metropolitan  area  may  tend  to  be 
quote,  "the  cookie-cutter- type  operation." 

What  is  troubling  me,  however,  is  in  looking  at  the  amount  of  ad- 
vances and  where  they  have  gone  through  June  30  of  this  year,  for 
example,  only  $4  billion  of  advances  have  gone  to  those  institutions 
with  under  $100  million  in  assets.  There  being,  in  my  mind,  a  tie 
between  a  small  institution  and  a  rural  constituency,  I  certainly 
understand  the  value  and  importance  before  the  Affordable  Hous- 
ing Program,  as  you  have  outlined  in  your  remarks. 

There  is  another  cut  of  customer  base  out  there  that  is  troubling 
me  and  that  is  access  to  credit  by  the  rural  borrower.  In  a  market 
where  you  are  seeing  more  acquisitions,  mergers,  consolidations  of 
financial  institutions,  this  system  could  be  a  source  of  fixed  long- 
term  credit  for  rural  housing  needs. 

It  does  not  now  appear  that  that  is  what  we  are  doing.  Is  that 
a  troubling  aspect?  It  seems  to  me  that  most  of  our  advances,  the 
short-term  liquidity  for  larger  institutions'  credit  needs  rather  than 
a  housing-related  function,  which  I  believe  the  purpose  of  the  sys- 
tem to  be  rooted  in. 

Mr.  Retsinas.  I  don't  think — the  points  are  well  taken.  But  as 
with  most  questions  and  issues,  there  aren't  always  some  neat  dis- 
tinctions. Clearly,  a  single  lender  could  be  both  a  portfolio  lender 
and  a  lender  that  sells  mortgages  on  the  secondary  market,  and 
that  happens  increasingly  over  time. 

I  think  my  concern  would  be  more  in  the  area  of  what  I  would 
call  untapped  potential.  I  have  witnessed  over  the  course  of  the  last 
IV2  or  2  years  that  I  have  been  involved  with  the  board,  a  growing 
participation  in  the  system  by  smaller  institutions.  What  has 
lagged  behind  has  been  their  participation  at  the  advance  window. 

And  I  am  not  ready  to  say  at  this  point  that  that  won't  follow. 
Institutions  join  the  system  for  a  variety  of  reasons,  sometimes  it 
is  to  participate  in  the  Affordable  Housing  Program,  sometimes  for 
supplementary  services. 

What  we  have  found,  and  we  can  certainly  provide  some  data  on 
that,  is  over  time  they  increasingly  use  the  advance  window.  I 
would  further  say  that  even  some  of  those  large  institutions  I  don't 
rule  out  that  in  some  cases,  perhaps  more  so  in  inner-city  areas 
than  rural  areas,  that  some  of  their  lending  is  focused  on  inner-city 
areas  and  just  because  it  is  a  large  institution  doesn't  mean  it 
doesn't  lend  in  inner-city  areas. 

I  think  your  concern  is  right,  I  would  just  come  at  it  differently. 
I  think  it  is  the  untapped  potential.  We  have  to  find  a  better  way 
of  extending  credit,  that  the  GSE's  have  to  be  bridges  between  the 
credit  needs  of  this  country  and  the  credit  that  exists  and  the  cap- 
ital that  exists  in  the  country.  I  think  we  have  done  that,  but  there 
is  a  long  way  to  go,  you  are  absolutely  right. 

Chairman  Baker.  Thank  you,  Mr.  Retsinas. 

Mr.  Bentsen,  any  questions? 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 


18 

Mr.  Retsinas,  let  me  ask  you  first,  we  heard  some  discussions 
that  we  should  look,  possibly  look  at  privatizing  the  mortgage  mar- 
ket, and  I  thought  your  discussion  about  the  underpinnings,  of  the 
public  underpinnings  of  the  private  mortgage  market — can  you  tell 
us  in— or  any  of  the  other  panelists,  perhaps  if  you  looked  at  the 
current  mortgage  market  today,  where  it  has  transformed  from  the 
1930's,  before  my  time 

Mr.  Retsinas.  And  mine. 

Mr.  Bentsen.  And  from  the  1950's  and  1960's  and  beyond,  and 
really  the  end  of  the  1970's  when  we  saw  S&Ls  sort  of  move  out 
of  that  business  or  start  to  transform  out  of  that  business.  With  the 
advent  of  the  GSE's  and  the  creation  of  the  new  mortgage  second- 
ary market,  what  percentage  of  the  single  family  market  is  made 
up  with  a — with  some  sort  of  public  undergirding,  whether  it  is 
Fannie  Mae,  Freddie  Mac,  the  bank,  what  percentage  does  it  make, 
FHA,VA? 

Mr.  Retsinas.  Well,  the  FHA-VA,  again,  everything  is  in  how 
you  measure,  but  generally  on  the  order  of  either  10  to  15  percent, 
but  again  depending  how  you  measure.  The  majority  of  the  mort- 
gage marketplace,  however,  is  supported  either  by  the  government 
insurance  programs  or  the  GSE's.  One  of  the  difficulties,  and 
Chairman  Baker  alluded  to  it  before  in  the  Federal  Home  Loan 
Bank  System,  is  the  fungibility  of  money.  So  it  is  difficult  to  track 
the  use  of  the  advances. 

I  know  in  looking  at  the  system  over  the  last  year  as  we  have 
looked  closely  at  that,  our  concern  is  if  we  start  to  address  that 
problem,  we  end  up  imposing  bureaucracy  and  forms  and  require- 
ments which  we  would  like  to  stay  away  from.  But  it  is  clear  I 
think,  the  way  to  look  at  it.  Congressman,  there  is  a  continuum  of 
housing  finance  in  this  country,  and  at  one  end  of  the  continuum, 
you  have  the  purely  private,  sort  of  unassisted,  and  at  the  other 
end,  you  have  government  insurance. 

Now,  it  is  a  continuum  which  doesn't  necessarily  mean  that  all 
the  boxes  are  neat  and  there  are  gaps  between  the  boxes.  There  is 
overlap  at  the  margins.  What  we  need  to  find  is  a  way  to  extend 
that  reach.  That  is  what  the  President's  home  ownership  strategy 
is  about. 

Mr.  Bentsen.  But  wouldn't  you  agree  that  a  majority  of  the  cur- 
rent market,  whether  it  is  through  insurance  or  through  the — or 
creating  the  secondary  market,  does  have  some  government  tinge 
to  it? 

Mr.  Retsinas.  Yes,  I  do. 

Mr.  Bentsen.  OK, 

Let  me  ask  with  respect  to  the  10(b)  issue  very  briefly,  and  we 
talked  a  little  bit  about  this  before,  you  came  from  a  State  FHA. 
There  are,  like  all  FHA's,  some  which  are  stronger  than  others, 
some  which  are  periodic  issuers,  some  are  regular  issuers. 

Mr.  Retsinas.  Correct. 

Mr.  Bentsen.  In  your  experience  with  the  10(b)  program,  does 
that — and  you  can  get  back  to  us,  does  that  help  those  HFA's  deal 
with  the  negative  arbitrage  problem  that  they  have  when  they  are 
using  tax-exempt  single  families,  is  that  a  benefit  that  exists,  or  is 
it  one  that  we  ought  to  look  at  in  order  to  use  the  advance  system 
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to  provide  a  warehouse  while  you  are  trying  to  originate  mort- 
gages? 

Mr.  Retsinas.  That  was  one  of  the  original,  in  the  discussions 
prceeding  our  participation  in  the  10(b)  program,  that  is  what  we 
thought  would  be  one  of  the  more  prevalent  uses  about  the  State 
housing  finance  agencies.  I  believe — and  I  will  get  you  the  statis- 
tics, about  22  agencies  now  qualify  as  nonmember  borrowers  but 
only  a  handful  have  actually  borrowed.  So  I  think  again  it  is  a 
question  of  more  of  the  potential. 

I  certainly  believe  that  we  ought  to  do  all  that  we  can  to  expand 
choice.  So  I  am  not  yet  disappointed  that  more  haven't  used  it.  But 
I  think  as  we  look  at  sort  of  collateral  issues,  we  look  at  sort  of 
term  issues,  I  think  there  are  ways  to  heighten  its  use,  I  think 
with  greater  focus  on  this  10(b)  issue,  and  now  that  we  have  a 
quorum  we  can  do  that,  we  might  be  able  to  use  it  more  to  that 
end. 

Mr.  Bentsen.  I  would  like  to  work  with  you  on  that. 

Mr.  Retsinas.  Please.  Thank  you. 

Mr.  Bentsen.  I  think  there  is  an  opportunity  there. 

My  time  is  running  out.  But  I  would  like  very  quickly,  because 
I  am  going  to  have  to  leave  for  a  little  bit,  Mr.  Fiechter,  you  talked 
about  OTS's  rules  in  looking  at  structured  debt  purchases  by  the 
institutions  that  you  regulate.  And  there  are  both  the  regs  that  you 
put  out,  the  bulletins  you  put  out,  plus  I  think  some  of  the  regs, 
FIRREA  and  others  that  they  have  to  use,  and  stress  analysis  that 
they  have  to  use  on  mortgage-backed  securities  that  they  hold 
which  would  include  the  bank  securities. 

I  guess  my  question  or  my  concern  is  not  so  much  your  institu- 
tions, because  I  think  Congress  and  the  OTS  have  stepped  forward 
and  tried  to  make  the  institutions  look  at  that.  I  am  concerned 
about  the  unregulated  institutions  that  are  out  there. 

We  have  had  situations  in  my  home  State,  of  colleges  and  other 
universities  who  were  purchasing  structured  notes,  they  are  not 
just  the  bank's  notes.  They  are  Fannie's,  Freddie's,  Treasury's,  they 
are  all  sorts  of  derivatives,  and  the  problem  that  I  have  is  not  with 
the  derivatives  themselves  but  perhaps  in  the  way  that  they  are 
marketed  to  them  and  the  fact  that  there  is  no  one  else  out  there 
that  says  you  need  to  address  this. 

Now,  we  have  talked  about  this  in  other  hearings  unrelated  to 
you  all,  but  I  think  that  that  is  a  concern.  And  I  would  just  say 
to  Mr.  Morrison,  I  did  read  last  week  where  you  had  issued  the 
order  to  the  banks  to  curtail  their  overnight  lending  to  Japanese 
banks  because  of  the  concern. 

I  would  ask  for  the  record  if  you  would  give  us  whether  or  not 
we  should  look  at  the  credit — at  the  standard  creditworthiness  reg- 
ulations, and  you  address  them  briefly  in  your  comments,  as  to 
whether  or  not  we  should  look  at  the  rating  category  and  what  you 
do  with  downgrades,  and  if  you  could  provide  us  that,  if  there  is 
downgrade  language  in  those  regulations.  Because  I  think  we  are 
hitting  a  situation  with  the  Japanese  banks  where  we  are  seeing 
downgrades  starting  to  occur  and  I  think  we  will  probably  see  more 
occur  which  could  affect  investments  in  the  institutions. 

I  thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mr.  Bentsen. 
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Mr.  Hayworth. 

Mr.  Hayworth.  Thank  you,  Mr.  Chairman. 

I  would  like  to  thank  all  three  of  you  gentlemen  for  coming  by 
this  morning  and  offering  your  thoughts  and  perspectives. 

Mr,  Retsinas,  I  especially  appreciated  your  historical  analysis  of 
what  transpired  and  your  parenthetical  comments  with  reference 
to  "It's  a  Wonderful  Life."  I  am  sure  in  the  wake  of  the  recent 
screaming  criticism  Hollywood  has  received,  Mr.  Valenti  and  the 
Motion  Picture  Association  appreciate  it  as  well. 

I  also  was  pleased  to  hear  that  you  recently  visited  the  Navajo 
Nation.  Since  I  have  a  significant  geographical  portion  of  my  dis- 
trict in  the  Navajo  Nation,  I  wanted  to  revisit  your  comments  in 
reference  to  Indian  Housing  Authorities  and  how  they  might  bene- 
fit from  being  included  as  nonmember  borrowers  in  the  Federal 
Home  Loan  Bank  System. 

Could  you  discuss  in  more  detail  now  how  this  status  would  ben- 
efit the  IHAs? 

Mr.  Retsinas.  Sure,  I  would  be  happy  to,  Congressman.  And  it 
really  was  an  eye-opener,  my  visit,  and  maybe  perhaps  we  could 
visit  on  that  some  other  time.  Right  now,  under  10(b),  it  is  re- 
stricted to  State-chartered  institutions. 

As  an  aside,  as  recently  as  last  week  the  Federal  Housing  Fi- 
nance Board  approved  the  first  Indian  Housing  Authority  as  a 
nonmember  borrower,  the  Chippewa  Tribe  in  Minnesota  in  the 
Federal  Home  Loan  Bank  of  Des  Moines.  Unfortunately,  that  was 
a  relatively  unique  situation.  As  I  am  sure  you  know,  most  Indian 
Nations  are  not  State  chartered.  They  are  sovereign  nations.  And, 
therefore,  the  Chippewa  experience  is  not  one  that  necessarily 
could  be  expanded. 

Which  is  why  we  believe  a  specific  reference  to  Indian  Housing 
Authorities — and  we  are  still  wrestling  whether  that  is  the  appro- 
priate word.  Because,  again,  I  am  sure  as  you  know,  there  is  some- 
times a  difference  between  Indian  Housing  Authority  and  the  na- 
tion itself;  and  we  need  to  find — the  right  word,  we  think,  will  be 
important.  These  institutions  are  often  uniquely  situated  to  offer 
loans  to  Native  Americans. 

There  is  difficulty  in  private  sort  of  commercial  lending  because 
of  the  judicial  and  foreclosure  requirements  that  exist  on  Indian 
reservations.  So  we  believe  that  access  to  credit,  which  now  is  very, 
very  difficult,  in  conjunction  with  the  special  roles  that  these  insti- 
tutions have  within  these  nations,  while  our  trip  to  the  Navajo  Na- 
tion in  Utah,  at  least  that  part  of  it  that  was  in  Utah,  really  was 
talking  about  extending  some  private  bank  institutions,  there  is  a 
limit  to  what  they  can  do  given  the  legalities  surrounding  collateral 
and  the  like. 

We  believe  that  opening  the  door  to  Indian  Housing  Authorities, 
maintaining  collateral  requirements,  could  be  an  important  way  to 
extend  credit,  because  in  many  situations,  not  just  in  the  Navajo 
Nation,  the — there  is  such  an  absence  of  sort  of  traditional  credit. 
There  was  a  recent  study,  for  example,  that  talked  about  a  dif- 
ferent Indian  reservation  where  pawn  shops  were  a  more  likely 
source  of  credit  than  banks,  and  that  is  not  the  way  you  build 
economies.  You  need  to  build  it  through  the  use  of  sort  of  lending 
institutions. 
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Mr.  Hayworth.  Mr.  Retsinas,  thank  you  for  your  response;  and 
I  look  forward  to  having  you  visit  the  Arizona  portion  of  the  Navajo 
Nation. 

Mr.  Fiechter  and  Mr.  Morrison,  let's  turn  to  something  that  Mr. 
Retsinas  touched  on  in  previous  questioning.  I  would  like  to  get 
your  thoughts. 

The  Federal  Reserve  stated  in  its  written  testimony  that  the 
FHLB  System  is  oriented  toward  very  large  members  for  the  pur- 
pose of  short-term  borrowing.  They  said  if  Congress  believes  that 
a  key  feature  of  the  FHLB  System  is  to  direct  its  subsidized  credit 
to  smaller  institutions  for  the  purpose  of  providing  longer  term  li- 
abilities, then  the  tie  between  advances  and  this  feature  may  need 
to  be  strengthened.  Could  you  gentlemen  comment  on  that?  What 
is  your  analysis  of  that  notion? 

Mr,  Fiechter.  Well,  as  I  had  said  earlier  in  response  to  a  ques- 
tion from  Mr.  Baker,  I  think  that  there  is  a  use  for  both — where 
there  is  a  value  to  both  having  short-term  advances  as  well  as  the 
availability  of  long-term  advances.  I  think,  from  a  historical  per- 
spective, the  real  value  of  the  bank  system  was,  in  fact,  providing 
medium-and  long-term  advances.  It  was  a  way  of  providing  long- 
term  liability  to  offset  the  risk  because  these  institutions  were 
investing  in  long-term  assets.  I  think  that  the  need  for  short-term 
advances  is — should  be,  clearly,  a  minor  portion  of  what  the  bank 
system  is  doing. 

I  think  also,  as  Mr.  Baker  had  said,  if  there  is  a  real  value  to 
the  system  it  really  is  probably  for  the  smaller,  rural  institutions 
that  don't  have  quite  the  same  access,  the  range  of  alternatives. 
Large  institutions  really  are  arbitraging  this.  They  are  looking  at 
what  is  the  repo  market,  fed  funds,  and  so  forth.  I,  as  a  regulator, 
have  to  applaud  their  trying  to  minimize  their  costs  and  being  as 
profitable  as  possible. 

But  I  don't  think  that  is  an  important  reason  to  keep  the  bank 
system  around.  They  are  taking  advantage  of  a  system  to  meet 
funding  needs. 

But  I  am  still  at  the  point,  at  least  from  a  safety  and  soundness 
perspective,  where  I  am  worried.  I  think  the  reason  there  is  such 
lending  to  the  large  institutions  vis-a-vis  the  smaller  ones  goes  to 
Mr.  Retsinas'  point  that  the  demand  by  the  small  institutions 
doesn't  seem  to  be  there  right  now.  As  that  picks  up,  you  might 
find  the  shifting  of  the  overall  advance  portfolio  more  toward  the 
smaller  institutions,  and  perhaps  that  will  provide  more  of  a  com- 
fort level. 

Mr.  Morrison.  If  I  could  add  to  that,  I  certainly  agree  with  ev- 
erything Mr.  Fiechter  said.  I  don't  think  the  problem  is  the  borrow- 
ing of  the  large  institutions.  I  think  the  problem  is  developing  the 
capacity  of  the  smaller  institutions  to  effectively  use  the  system  to 
make  credit  available  at  a  community  level  more  efficiently  and  at 
a  lower  cost;  and  I  think  that  is  something  we  can  accomplish  in 
a  number  of  ways. 

First  of  all,  the  membership  of  small  commercial  community 
banks  is  a  relatively  new  phenomenon  here.  They  have  just  been 
joining  the  system  over  the  last  few  years.  So  some  time  to  develop 
that  capacity  should  be  expected. 
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Second,  it  may  be  that  for  these  institutions — ^that  is,  the  district 
banks,  the  home  loan  banks — under  the  kind  of  fiscal  pressure  they 
have  been  imder,  the  development  of  that  advance  business  or 
other  services  that  would  enhance  borrowing  capacity  hasn't  really 
been  available.  They  have  had  an  awful  pressure  on  them  just  to 
meet  certain  earnings  targets.  If  we  in  this  legislation  can  relieve 
some  of  that  pressure  I  think  we  can  see  the  creativity  of  the  sys- 
tem addressed  to  that  need. 

So  the  answer,  at  bottom,  is  we  do  want  this  system  to  address 
the  credit  needs  where  they  are  not  being  met;  but  we  ought  not 
to  attack  where  there  is  not  a  problem.  A  lot  of  those  large  borrow- 
ers are  major  mortgage  lenders,  and  they  are  doing  important 
work.  We  shouldn't  undermine  it.  But  let's  work  to  expand  the  ca- 
pacity of  the  system  to  build  that  capital  bridge  that  Mr.  Fiechter 
talked  about. 

Chairman  Baker.  Thank  you,  Mr.  Hayworth. 

Chairman  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman.  Let  me  raise  a  couple  of 
things  about  the  system  and  what  appears  to  be  a  momentum  that, 
frankly,  lacks  common  sense. 

Mr.  Morrison,  first  let  me  say  we  welcome  you  to  our  subcommit- 
tee. You  have  a  wonderful  reputation,  having  served  here;  and  we 
are  pleased  at  the  position  that  you  have  achieved. 

But  if  we  look  at  the  rates  of  growth  of  the  system  last  year, 
where  were  they,  precisely? 

Mr.  Morrison.  When  you  say  the  rates  of  growth,  you  mean  of 
the  assets  of  the  system? 

Mr.  Leach.  Yes,  of  the  assets. 

Mr.  Morrison.  I  am  not  sure  I  have  a  precise  figure  on  that. 
That  number — let  me  see  if  I  can  get  it. 

But  there  was  a  dramatic — there  is  no  question  that  there  has 
been  a  relatively  flat  advance  activity  this  year,  approximately 
$120  billion.  The  asset  growth  in  1994  was  12  percent,  and  most 
of  the  asset  growth  has  been  in  the  investment  portfolio. 

And  I  would  certainly  agree  with  your  observation  that  this  is 
not  what  this  system  is  here  to  do.  And  the  challenge  for  us  as  the 
regulator  and  for  the  Congress  is  to  create  an  environment  in 
which  that  is  not  what  is  going  on, 

I  do  think  that  it  is  not  lacking  in  common  sense  in  the  sense 
that  the  managers  of  the  bank  system  have  been  given  certain  stat- 
utory obligations  to  meet,  and  I  think  that,  under  the  regulatory 
regime  in  which  they  have  operated,  thev  have  operated  both  ra- 
tionally and  prudently.  In  other  words,  I  d.on't  think  that  that  lacks 
common  sense.  But  it  is  not  something  the  government  should  be 
creating,  and  it  is  our  challenge  as  policymakers  to  change  the 
terms  of  reference  so  that  it  would  stop. 

Mr.  Leach.  Let  me  stress  this  distinction  you  make.  If  one  is  in 
a  particular  position,  as  one's  vested  interest  it  may  be  rational 
and  prudent  to  proceed  along  a  given  path,  but  is  it  in  the  public 
interest? 

And  let  me  make  a  distinction  here.  It  has  been  noted  in  the 
press  recently  that  you  sent  out  a  letter  that  seemed  to  be  quite 
prudent  about  cutting  back  exposure  to  certain  Japanese  banks, 
and  that  was  done  from  a  safety  and  soundness  perspective.  But 
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the  bigger  issue  didn't  seem  to  be  flagged — how  institutions  that 
were  set  up  by  the  U.S.  Congress  to  serve  housing  in  the  United 
States  could  have  a  $5  billion  portfolio  of  Japanese  bank  products. 

Now,  that  may  be  prudent  for  the  institution.  It  may  be  hedging 
its  liabilities.  It  may  be  all  sorts  of  things.  But  how  is  it  in  the  pub- 
lic interest  and  for  the  public  purpose  for  which  this  set  of  institu- 
tions was  set  up? 

Mr.  Morrison.  Well,  I  don't  think  we  have  any  disagreement. 

Mr.  Leach.  Well,  if  we  have  no  disagreement,  would  you  articu- 
late that  to  the  system? 

Mr.  Morrison.  Let  me  just  be  clear  about  the  constraints  under 
which  we  operate  by  making  this  distinction.  There  is  the  safety 
and  soundness  issue,  and  we  will  clearly  regulate  the  credit  expo- 
sures of  the  system  with  reference  to  tne  risks  inherent  in  what- 
ever kinds  of  investments,  whatever  assets,  whether  they  be 
advanced  or  they  be  investments.  And  we  have  policies  in  that  re- 
gard. We  will  enforce  them,  and  we  are  looking  to  update  them  and 
make  them  more  relevant. 

But  if  we  are  going  to  solve  the  underlying  problem,  we  must 
change  the  incentives  and  requirements  of  the  system.  The  system 
is  required  by  law  to  meet  certain  obligations.  It  is  $400  million  per 
year. 

Mr.  Leach.  I  happen  to  think  that  this  Congress  has  to  look  at 
that  issue  very  carefully,  too,  and  I  think  it  should  be  thoroughly 
reviewed.  But  the  rationalization  that  the  system  should  go  beyond 
its  mission  because  of  these  obligations  is  not  clear-cut,  not  clear- 
cut  at  all. 

And  it  is  a  cost  to  the  government.  What  we  are  doing  is  trans- 
ferring an  indirect  way  of  achieving  a  social  purpose,  and  I  think 
Congress  has  to  reassess  that.  But,  at  the  same  time,  investment 
policies  have  to  be  looked  at  for  wnat  they  are  established  to  do. 
This  is  a  system  designed  to  make  loans  for  a  given  purpose. 

We  set  up  a  public  policy  goal  that  dealt  with  housing.  Right 
now,  other  than  meeting  some  sort  of  percentage  test,  it  is  not  at 
all  clear  that  most  of  the  loans  are  made  by  the  system  in  ways 
that  were  contemplated — to  go  for  housing.  They  go  for  general 
purposes  of  an  institution  that  may  happen  to  meet  a  given  per- 
centage circumstance  about  housing,  but  that  isn't  what  the  system 
was  set  up  for,  either.  I  mean,  somehow  we  have  lost  perspective 
in  this. 

And  I  would  stress  that  if  we  give  more  and  more  power  to  the 
banks  themselves,  which  have  a  vested  interest,  we  will  be  losing 
even  more  capacity  to  deal  with  the  public  interest.  We  have  given 
a  privileged  status  to  a  privileged  group  of  institutions  to  deal  with 
the  public  interest;  and  they  then  are  giving  returns  on  investment 
to  their  private  sector  members  based  upon  the  public's  powers. 

It  is  an  extraordinary  circumstance  and  we  have  to  think  it 
through;  and  I  don't  think  that  we  have  received  full-blown  testi- 
mony that  is  really  dealing  with  the  underlying  purpose  of  what  is 
the  public  interest. 

And  then,  when  you  give  public  powers  to  groups,  do  they  crowd 
out  the  private  sector?  And  what  are  the  ramifications  of  that?  And 
what  is  the  purpose  of  this  whole  system?  I  just  think  we  are  going 
to  have  to  begin  from  gfround  zero. 
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Mr.  Morrison.  Well,  if  I  might  just  have  a  moment  to  address 
that  further.  I  think  those  are  very  important  questions,  and  I  hope 
that  in  these  hearings  and  beyond  we  will  be  addressing  them  be- 
cause I  think  that  they  are  tne  right  questions.  But  just  a  couple 
of  things  that  I  think  need  to  be  said. 

First,  of  course,  the  beneficiaries  of  this  system  and  the  major  ac- 
tors in  this  system  are  the  members  who  receive  the  advances;  and 
they  are  obviously  private-sector  institutions;  and  that  is  where  the 
mmor  impact  is;  and  that  is  the  purpose. 

The  perverse  effects  of  the  financial  obligations  and  the  way  it 
has  been  put  together  are  very  significant  in  the  results  that  we 
have  now  and  cannot  be  minimized  when  you  add  them  up  and  see 
how  they  go,  and  it  limits  the  regulators'  ability  to  change  the 
terms  dramatically,  and  we  really  must  address  those  in  the  legis- 
lation. The  purpose  of  the  system  must  be  focused  and  clear,  and 
we  should  work  on  that. 

On  the  REFCORP  obligation  in  particular,  the  change  which  has 
been  adopted  in  the  Banking  Committee  in  the  reconciliation  pack- 
age is  critically  important  because  it  ultimately  frees  us  to  find  out 
whether  there  is  a  public  purpose  by  focusing  on  it  and  letting  the 
market  determine  whether  there  is  that  public  purpose. 

Right  now,  under  current  law,  the  bank  system  has  to  exist  to 
satisfy  a  Treasury  obligation  rather  than  to  satisfy  a  need  for  the 
public  purpose.  And  I  think  there  is  a  very  important  barrier  that 
we  get  over  by  changing  the  way  the  REFCORP  obligation  works, 
and  I  would  hope  that  that  will  be  preserved  in  the  legislative  proc- 
ess so  we  can  move  on  to  those  very  significant  questions  that  the 
chairman  has  raised. 

Mr.  Leach.  Thank  you  very  much. 

Chairman  Baker.  Thank  you,  Mr.  Chairman.  I  want  to  return 
to  the  same  theme  but  pernaps  ask  the  same  question  a  little 
differently. 

Certainly  you,  Mr.  Morrison,  and  either  of  the  other  gentlemen 
who  choose  to  respond,  you  start  from  scratch,  knowing  very  little 
about  what  this  mysterious  institution  is  doing.  You  read  a  mission 
policy  which  says  we  want  everybody  in  America  to  have  an  oppor- 
tunity to  acquire  a  home,  whether  it  is  under  the  Affordable  Hous- 
ing Program  or  whether  it  is  in  excess  of  $150,000.  You  then  try 
to  figure  out,  in  looking  at  a  district-by-district  analysis,  where  the 
money  is  going  within  those  broad  reaches  of  possible  home  owner- 
ship. 

For  the  first  time  and  through  June  30,  the  chairman's  point 
about  investments  versus  advances,  advances  now  at  $120  billion 
ballpark,  investments  of  $136  billion.  We  hear  the  explanation  that 
it  is  because  of  the  perverse  incentives  built  around  the  REFCORP 
reallocation  particularly  and  the  affordable  housing  assessment 
combined.  There  is  de^nse  of  the  affordable  housing  assessment 
because  it  meets  a  public  policy  mission,  which  I  assume  would  be 
a  highly  contentious  debate  as  I  have  felt  from  just  tinkering  with 
the  concepts  that  that  is  probably  a  truth.  So  it  gets  us  back  to  the 
REFCORP  reallocation. 

Then  we  move  to  the  22.63  percentage  assessment,  which  looks 
like  it  might  be  a  solution  to  removal  of  the  contentiousness.  But 
if  that  were  set  aside  in  relationship  to  the  overall  profits  of  the 
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system  in  excess  of  $1.1  billion,  the  $300  million  REFCORP  being 
translated  into  22.63  percentage  basis  point  assessment,  it  doesn't 
seem  to  make  a  big  difference  in  the  ultimate  outcome  in  that  we 
are  hearing  the  only  reason  the  investment  strategy  is  being  pur- 
sued in  this  fashion  is  to  meet  financial  obligations. 

The  profitability  of  the  system  far  exceeds  those  windows  of  ne- 
cessity, particularly,  just  a  quick  historical  view,  in  1992  and 
1993 — excuse  me,  1991  and  1992  when  the  advance  levels  were  ex- 
traordinarily low  in  relation  to  where  they  are  today,  that  would 
have  appeared  to  be  the  window  in  which  the  REFCORP  affordable 
questions  would  have  been  very  heavy  to  absorb. 

Somehow  we  made  it  through  that  crisis.  Now  we  are  at  $120  bil- 
lion of  advances,  and  yet  that  isn't  sufficient  to  carry  the  load  of 
REFCORP  and  AHP.  Then  when  you  again  pick  up  the  chart  and 
you  look  at  the  extreme  variance,  say,  in  staffing  patterns 

And  sort  of  a  part  B  here,  if  we  are  really  trying  to  understand 
this  animal,  what  is  the  consistent  common  denominator?  So  when 
you  look  at  a  district  operation,  is  it  the  amount  of  advances  by  dol- 
lar amount?  Is  it  the  number  of  advances  by  instruments?  What  is 
it  that  warrants  one  district  having,  say,  twice  the  number  of  em- 
ployees as  another,  payroll  cost  being  fairly  high  in  relation  to  an- 
other, when  the  advance  window,  either  by  number  or  by  dollar 
amount,  is  lower  where  the  numbers  of  employees  are  higher? 

Somewhere  there  has  to  be  someone  who  can  lay  a  ruler.  Each 
of  you  have  talked  about  standards  of  measurement.  We  don't  have 
it.  And  no  matter  how  you  do  it,  whether  you  look  to  public  pur- 
pose of  this  housing  autnority  in  meeting  needs  of  lower  income  in- 
dividuals to  get  access  to  credit  in  rural  communities,  it  hasn't 
done  it.  If  you  look  at  providing  a  system  of  credit  across  the  board 
in  equal  percentage  to  all  participants — smaller  banks  and  smaller 
thrifts,  I  would  add,  have  not  accessed  the  window  as  much  as  one 
would  expect.  And  you  find  a  disproportionate  amount  of  money 
from  this  huge  public  purpose  going  to  larger  financial  institutions. 

And  let  me  point  out  for  the  record  that  the  Federal  home  loan 
bank  has  just  surpassed  Fannie  Mae  as  the  leading  issuer  of  debt 
for  housing  purposes.  This  is  an  extraordinarily  high  level  of  finan- 
cial resources  with  some  taxpayer  incidental  guarantees  behind  it 
to  facilitate  home  ownership  in  America,  and  it  doesn't  look  like  it 
is  getting  there — in  the  direction  in  which  I  have  heard  the  wit- 
nesses speak  this  morning  to  their  interest — in  either  affordable  or 
to  rural  communities  or  to  inner  cities.  And  yet  we  can't  get  a 
measurement  to  tell  us  what  is  a  fair  method  of  assessment  to  say 
whether  district  A  is  good  or  district  A  is  bad.  Where  do  we  go,  Mr. 
Morrison? 

Mr.  Morrison.  OK  Well,  once  again,  those  are  excellent  ques- 
tions; and  I  hope  I  can  begin  to  answer  them  and  there  may  be  a 
process  that  we  need  to  go  through  to  answer  them  better. 

On  your  first  point,  about  whether  the  motivations  of  meeting 
the  financial  obligations  truly  explain  the  investment  activity,  the 
most  important  point  about  that  is  that  the  profits  on  the  advance 
business  are  very  low,  that  the  spreads  are  very  narrow  and,  de- 
spite $120  billion,  the  actual  earnings  from  that  business  don't 
cover  a  lot  more  than  the  operations  of  the  system. 
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Chairman  Baker.  On  that  point,  not  today,  but  could  you  ad- 
dress that  level  of  profitability  in  relation,  say,  to  other  GSEs  en- 
gaged in  a  similar  level  of  advances  for  that  purpose?  Is  it  a  lack 
of  profitability  or  is  there  some  other  explanation  as  to  why  the 
$120  billion  isn't  sufficient? 

Mr.  Morrison.  I  would  be  happy  to  address  that  and  compare 
to  it  the  finances  of  Fannie  and  Freddie,  which  are  quite  a  bit  dif- 
ferent, actually,  in  terms  of  their  activities. 

The  monej^  that — the  profits  of  the  system  that  you  referred  to 
come  from — in  very  large  part  fi*om  two  sources.  Tiiey  come  from 
the  investment  in  the  capital  in  the  system,  and  they  come  from 
the  investment  of  money  borrowed  to  do  investment  activity. 

Now,  the  capital  is  used  primarily  for  investment  activity.  The 
borrowed  funds — the  additional  borrowed  funds  are  used  for  that 
investment  activity.  That  is  where  the  profit — that  is  where  that 
$1.2  bilHon  comes  from,  $1  bilHon  of  it  or  $900  million  of  it.  That 
is  where  it  comes  from. 

If  those  activities  were  eliminated  completely — if  that  investment 
activity  were  eliminated  completely,  there  would  be  two  problems. 
One  is  they  couldn't  pay  REFCORP  and  AHP  or  they  would  be 
severely — and  they  couldn't  pay  a  dividend  on  the  stock. 

You  nave  a  lot  of  big  mandatory  members  out  there  who  have 
this  stock.  As  Mr.  Fiechter  said,  a  substantial  part  of  the  capital 
of  the  mandatory  members  is  represented  by  the  stock.  There  is  a 
significant  problem  if  this  does  not  earn  market  returns  for  those 
insti-tutions.  That  has  an  impact  on  their  balance  sheets.  That  is 
a  problem. 

When  you  move  to  the  voluntary  members  the  question  would  be, 
how  do  they  stay  in  the  system?  Should  they  be  kept  in  the  sys- 
tem? The  situation  needs  to  be  that  the  services  of  the  system  are 
what  keep  them  there,  rather  than  a  particular  level  of  return  on 
their  capital. 

But  on  the  why  is  this  investment  activity  going  on,  there  is  no 
question  that  the  system  may  have  its  own  reasons  for  engaging 
in  this  activity.  But,  as  policymakers,  we  can  solve  this  problem 
with  what  is  done  in  the  legislation  and  what  the  requirements  on 
the  system  are,  how  the  capital  is  handled,  and  I  think  that  is 
where  we  ought  to  focus  our  energy. 

Whether  or  not — the  second  part  of  the  question — whether  or  not 
the  expenses  of  the  system  are  appropriate  is,  I  think,  a  significant 
regulatory  challenge.  I  would  hope  that  we  could  work  together  on 
that,  that  we  would  not  have  a  snapshot  taken  of  a  situation  that 
exists  now  with  all  of  these  changes  going  on,  all  these  differences, 
and  make  some  legislative  conclusions.  I  would  hope  we,  as  regu- 
lators, would  be  given  the  opportunity  to  work  on  that  question 
under  guidelines  that  are  in  the  legislation  rather  than  under  a 
strict  formula  that  might  create  more  problems  than  it  would  solve. 

Chairman  Baker.  Thank  you. 

Mr.  Fiechter,  Mr.  Retsinas,  any  further  response? 

Mr.  Fiechter.  No. 

Chairman  Baker.  Mr.  Bentsen,  did  you  want  to  have  another 
round? 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman.  I  apologize  for  having 
to  step  out. 
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Let  me  start  out,  I  know  there  has  been  some  discussion  about 
the  Affordable  Housing  Program,  My  viewpoint  of  that  has  been 
that,  in  return  for  creating  a  secondary  market  vehicle  and  creat- 
ing liquidity  for  the  real  estate  market  through  the  bank,  just  as 
we  see  with  Fannie  and  Freddie,  that  in  return  we  take  some  of 
the  arbitrage,  if  you  will,  and  reinvest  that  in  affordable  housing. 

My  question  is  this:  Can  you  tell  us  what  percentage  of  the  Af- 
fordable Housing  Program  goes  to  single  family  home  ownership — 
or  any  home  ownership  I  guess  would  be  fair — single,  including 
some  multifamily,  what  percentage  goes  to  multifamily  rental  and 
what  percentage  goes  to  nonhousing? 

Mr.  RETSE4AS.  As  I  recall — and  mavbe  Chairman  Morrison  might 
have  more  recent  information — the  latest  data  I  saw  on  a  cumu- 
lative basis,  that  roughly  between  60  and  65  percent  go  to  rental 
housing  and  the  balance  to  single  family  home  ownership, 

I  think  that  percentage  is  likely  to  change.  Very  recently,  the 
board  adopted  a  regulation  that  provided  a  g^reater  incentive  and 
more  opportunity  for  individual  Federal  home  loan  banks  to  set 
aside  a  portion  of  funds  for  home  ownership.  So  again  in  keeping 
with  the  President's  initiative  earlier  this  year  to  focus  on  home 
ownership,  that  percent  rank  is  likely — the  home  ownership  per- 
centage I  believe  is  likely  to  increase  over  time. 

Mr.  Bentsen.  In  the  cases  of  whether  it  is  single  family  or  multi- 
family,  these  presumably  are  dollars  that  go  back  to  create  eco- 
nomic activity  by  going  back  into  the  economy,  whether  it  is  paying 
rents  or  paying  notes 

Mr,  Retsinas,  Right, 

Mr,  Bentsen,  And  affect  the  real  estate  market,  the  private  real 
estate  market? 

Mr,  Retsinas,  They  do  in  many  ways.  Of  course,  these  Afford- 
able Housing  Program  funds  are  targeted  to  people  at  a  lower  in- 
come. But  it  affects  the  market  in  a  variety  of  ways,  from  the  sim- 
ple market  of  giving  work  to  a  local  contractor  to  fix  up  the  transi- 
tional housing  facility,  in  a  whole  variety  of  different  ways  it  im- 
pacts the  local  marketplace. 

Mr,  Bentsen,  Let  me  ask,  what  is  the — I  think  there  has  been 
some  discussion  when  I  was  absent — what  is  the  dollar  impact  of 
the  bank  system  in  terms  of  mortgages  created  or  originated?  Do 
you  know? 

Mr.  Morrison.  I  don't  think  we  could  give  you  a  number  that 
would  say  that  in  any  given  year  so  many  mortgages  were  origi- 
nated because  of  the  advance  product,  which  is  what  supports  the 
mortgage  lending,  or  in  dollar  amount.  The  total  support  in  terms 
of  liquidity  and  mortgage  origination  is  reflected  by  the  total  assets 
in  advances  which  are  currently  about  $120  billion.  A  large  portion 
of  those  funds  supports  the  origination  of  mortgages,  either  to  be 
held  in  portfolio  or  to  be  held  until  sold  into  the  secondary  market, 

Mr,  Bentsen.  Do  you  think  that — well,  from  previous  hearings 
I  think  we  had  learned  that,  in  fact,  a  lot  of  the  mortgages  that 
you — whether  you,  through  your  advances,  underwrite  or  are  un- 
derwritten either  for  a  long — ^for  a  held  portfolio  or  to  be 
remarketed  in  the  secondary  market,  these  tend  to  be  nonconform- 
ing mortgages,  mortgages  which  would  not  be  Fannie  or  Freddie  or 
FHA,  is  that  correct? 
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Mr.  Morrison.  That  is  correct.  One  of  the  major  strengths  of  the 
svstem  is  it  can  support  nonconforming  lending  by  members,  and 
there  is  a  significant  amount  of  that  that  is  done  in  the  system. 

Mr.  Bentsen.  ok.  The — ^there  was  some  discussion  about  the 
idea  of  changing  the  QTL  and  the  10  percent  mortgage  asset  test, 
which  I  think  makes  sense.  Because  of  the  change  in  the  mortgage 
market  I  think  the  QTL  is  probably  becoming  irrelevant,  and  I 
think  it  is  a  question  as  long  as  you  can  have  some  requirement 
that  ensures  that  you  are  doing  mortgage  lending. 

But  there  was  some  discussion  as  well  as  to  whether  or  not  you 
would  be  able  to  pledge  FHA,  SBA  or  Sallie  Mae  loans  as — against 
your  advance  allotment.  My  question  would  be,  does  that — I  mean, 
is  that  just  a  one-for-one  trade?  Because  there  already  is  a  second- 
ary market  in  the  Sallie  Mae  market.  There  is  a  second  market  for 
SBA-guaranteed  loans.  Is  that  creating  new  economic  activity  or  is 
that  creating  new  capital  or  are  we  just  transferring  one — ^from  one 
sector  to  another? 

Mr.  Morrison.  Well,  I  think  there  are  a  number  of  questions  em- 
bedded in  that.  Simply  put,  one,  are  we  asking  about  a  member- 
ship test?  And  a  membership  test  should  be  part  of  the  process  of 
making  sure  that  the  public  purpose  is  being  carried  out.  And  the 
membership  test  is,  what  does  your  balance  sheet  have  to  look  like 
to  be  a  member  of  the  institution? 

The  second  would  be,  what  kind  of  collateral  do  you  have  to 
pledge  in  order  to  get  a  loan?  And  there  are  really  two  parts  to 
that.  One  is,  the  security  for  the  system  and  the  system  has  always 
been  overcollateralized,  making  its  credit  risk  zero  essentially  over 
many,  many  years  and  no  credit  loss  ever  of  a  single  dollar. 

But,  second,  the  collateral  may  also  be  used  as  a  vehicle  to  sup- 
port the  public  purpose.  Of  course,  what  is  being  pledged  has  to  do 
with  what  the  advance  is  being  used  for.  It  undercuts,  to  a  certain 
extent,  the  fungibility  of  the  funds.  So  that  is  what  needs  to  be 
developed. 

When  the  QTL  test  goes  away,  when  the  mandatory  membership 
of  people  who  must  be  in  housing  finance  goes  away  and  what — 
the  current  legislation  does  that  is  proposed  is  a  10  percent  whole 
loan  test. 

Now  I  think  that  that  is  a  good  first  standard  but  may  need 
some  other  flexibility  to  address  the  purpose  question  adequately. 

Mr.  Bentsen.  If  I  might  very  quickly,  Mr.  Chairman,  one  other 
question  that  just  came  to  me. 

As  we  discussed  earlier,  and  the  chairman  brought  this  up,  the 
question  of  whether  you  were  making  too  many  short-term  ad- 
vances as  opposed  to  long-term,  I  guess,  where  the  funds  are  being 
used  to  actually  underwrite  for  the  members'  own  portfolio  or  hold 
for  the  members'  own  portfolio.  Given  the  current  status  of  the  Na- 
tion's mortgage  market,  is  there  really  a  difference  between  a  short 
term  and  a  long  term?  If  you  are  considering  short-term,  advances 
are  just  providing  liquidity  in  order  to  underwrite  a  mortgage  and 
then  resell  it  into  the  secondary  market  and  again  roll  that  over 
and  continue  that  process. 

Is  there  a  way  to  quantify  the  difference  between  short-term  and 
long-term  advances  as  it  relates  to  actual  number  of  mortgages 
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that  are  underwritten  or  volume  of  mortgages  that  are  under- 
written? 

Mr.  Morrison.  Well,  I  think  both  short-term  and  long-term  ad- 
vances support  mortgage  lending,  given  the  membership  of  the  sys- 
tem. The  long  term  are  more  likely  to  be  supporting  portfolio  lend- 
ing; the  short  term  providing  liquidity  to  people  who  are  in  the 
mortgage  lending  business,  whether  holding  in  portfolio  or  selling 
to  the  secondary  market. 

As  all  membership  becomes  voluntary  and  as  everyone,  any  de- 
pository institution,  can  be  a  member,  then  more  questions  might 
be  raised  about  the  connection;  but  I  think  as  the  system  is  cur- 
rently structured  and  operating  you  can  say  that  an  awful  lot  of 
mortgage  lending  is  supported  by  both  the  long-term  and  the  short- 
term  advances. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mr.  Bentsen. 

Mr.  Hayworth,  any  follow-up? 

I  would  like  to  thank  the  members  of  the  panel.  I  am  advised 
that  members  of  the  subcommittee  would  like  to  forward  further 
written  inquiry  for  your  response  at  a  later  time,  and  so  all  mem- 
bers will  be  advised  of  their  right  to  ask  for  that  information. 
Thank  you  for  your  appearance  here  today. 

I  would  also  like  to  ask  our  next  witness,  Mr.  McCool,  to  please 
come  forward  and  those  who  will  not  be  participating  in  the  next 
panel  to  please  step  outside  at  your  earliest  convenience.  I  would 
like  our  next  witness  to  begin  his  testimony.  I  am  informed  there 
is  another  committee  hearing  in  this  room  at  1:00,  so  they  have 
asked  us  to  vacate  in  the  next  30  or  40  minutes.  I  think  we  should 
have  sufficient  time  to  hear  your  remarks. 

But  I  would  like  to  welcome  the  associate  director  for  Financial 
Institutions  and  Market  Issues  from  the  General  Accounting  Office, 
Mr.  Tom  McCool;  and  please  introduce  others  as  you  see  fit. 

STATEMENT  OF  TOM  MCCOOL,  ASSOCIATE  DIRECTOR  FOR  FI- 
NANCIAL INSTITUTIONS  AND  MARKET  ISSUES,  GENERAL  AC- 
COUNTING  OFFICE;  ACCOMPANIED  BY  DENNIS  FRICKE,  AS- 
SISTANT DIRECTOR,  HOUSING  GROUP;  AND  WILLIAM 
KRUVANT,  ASSISTANT  DIRECTOR,  FINANCIAL  INSTITUTIONS 
AND  MARKETS  GROUP 

Mr.  McCooL.  I  will.  On  my  right  is  Dennis  Fricke,  who  is  an  As- 
sistant Director  in  our  housing  group. 

Chairman  Baker.  Could  I  ask  that  door  be  closed  back  there?  It 
is  a  little  hard  to  hear.  Thank  you. 

Mr.  McCooL.  On  my  right  is  Dennis  Fricke,  Assistant  Director 
in  our  housing  group;  and  on  my  left  is  William  Kruvant,  who  is 
Assistant  Director  in  our  financial  institutions  and  markets  group. 

Mr.  Chairman,  I  am  pleased  to  be  here  today  to  discuss  our 
views  on  reforming  the  Federal  Home  Loan  Bank  System.  My  testi- 
mony today  will  discuss  and  update  conclusions  and  recommenda- 
tions we  made  in  our  1993  report  on  the  system,  as  well  as  com- 
ment on  some  suggestions  that  have  been  offered  since  then. 

In  calling  this  hearing,  Mr.  Chairman,  you  decided  it  was  time 
to  take  a  fresh  look  at  the  system.  Thus,  we  are  taking  this  oppor- 
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tunity  to  step  back  and  discuss  the  most  important  features  that 
we  believe  should  be  included  in  any  reform  of  the  system. 

In  your  letter  inviting  us  to  testify,  you  includea  a  set  of  ques- 
tions. We  have  providea  answers  to  those  questions  as  part  of  our 
written  statement  which  we  would  ask  to  be  part  of  the  record. 

Mr.  Chairman,  as  we  examine  the  debate  that  has  ensued  since 
our  report  in  1993  on  system  reform,  we  believe  that  the  reforms 
we  recommended  at  that  time  still  have  merit.  Although  the  debate 
in  some  areas  has  evolved  and  more  analysis  has  been  done,  the 
main  features  needed  for  system  reform  have  not  changed.  I  would 
like  to  address  some  of  those  issues. 

The  first  and  we  think  probably  the  most  fundamental  is  the  re- 
form of  the  fixed  annual  obligations.  We  have  heard  much  discus- 
sion today  about  the  REFCORP  and  AHP,  affordable  housing  obli- 
gation. In  our  report,  we  concluded  that  the  fixed  nature  of  these 
obligations  has  an  important  effect  on  the  way  the  system  func- 
tions and  also  has  imposed  constraints  on  efforts  to  reform  the  sys- 
tem. The  most  important  of  these  constraints  has  to  do  with  efforts 
to  increase  system  income  to  pay  the  fixed  obligations  that  we  are 
fearful  may  have  increased  the  extent  of  risk  in  the  system. 

Second,  because  one  of  the  bases  for  paying  the  obligation  is  the 
amount  of  advances  made,  Federal  home  loan  banks  are  penalized 
for  providing  liquidity  for  mortgage  lending  which  is  the  primary 
purpose  of  the  system.  In  our  report,  we  conclude  that  resolving 
this  problem  of  paying  the  fixed  obligation  is  of  particular  impor- 
tance because  it  is  so  intertwined  with  these  and  other  issues. 

In  an  attempt  to  improve  some  of  the  incentives  caused  by  the 
obligations  we  made  a  number  of  suggested  possible  approaches  in 
the  report.  I  won't  go  through  them  all,  but  basically  they  have  to 
do  with  tying  the  payment  to  ability  to  pay.  It  could  include  or  not 
include  a  shortfall  obligation.  We  understand  that  a  proposal  such 
as  this  has  already  been  approved  at  least  at  some  level,  and  we 
are  very  pleased  with  that. 

The  second  issue  is  capital  reform.  In  our  1993  report  we  stated 
that  the  capital  structure  of  the  system  had  several  weaknesses. 
The  greatest  weakness  was  and  still  is  the  fact  that  capital  re- 
quired of  each  bank,  of  each  Federal  home  loan  bank,  is  not  related 
to  the  risk  it  undertakes. 

Another  important  weakness  is  the  capital  isn't  permanent.  It 
can  be  withdrawn  from  the  system  relatively  easily  and  thus  can- 
not be  relied  upon  to  provide  the  requisite  cushion  in  a  crisis. 

We  believe  that  a  risk-based  capital  requirement  analogous  to 
that  used  by  banks  and  thrifts  would  allocate  capital  on  the  basis 
of  credit  risk  associated  with  particular  classes  of  assets.  This 
would  tie  the  capital  of  banks  to  risk  in  a  much  better  way. 

We  also  stated  in  our  report  that  we  thought  a  retained  earnings 
requirement  would  provide  a  proper  buffer  for  interest  rate  risk  as 
well  as  management  and  operations  risks  undertaken  by  the  Fed- 
eral home  loan  bank. 

A  third  area  is  membership  reform.  We  expressed  concern  in  our 
report  about  mixing  voluntary  and  mandatory  membership.  We 
thought  it  might  pose  unnecessary  risk  to  the  system.  Again,  this 
issue  was  discussed  earlier  today,  so  I  won't  go  into  the  details.  But 
we  do  believe  that  to  lower  this  risk  and  as  a  matter  of  equity  we 
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think  membership  in  the  system  should  be  fully  voluntary.  And, 
furthermore,  we  think  to  provide  equal  access  to  this  system  that 
membership  terms  should  be  the  same  for  all  eligible  members. 

In  the  area  of  regulatory  reform,  we  stated  a  position  that  since 
the  system  is  only  one  of  the  government-sponsored  enterprises  to 
support  housing,  others  being  Fannie  Mae  and  Freddie  Mac,  we 
recommended  that  all  housing  GSEs  be  regulated  by  the  same  reg- 
ulator and  the  responsibilities  of  the  Finance  Board,  which  regu- 
lates the  system,  and  the  Office  of  Federal  Housing  Enterprise 
Oversight,  which  regulates  Fannie  Mae  and  Freddie  Mac,  should 
be  combined.  We  think  that  this  would  provide  some  efficiencies 
and  also  provide  a  further  degree  of  independence  and  prominence 
to  the  regulator  which  we  think  would  be  an  important  characteris- 
tic and  improvement. 

The  next  area  is  governance  reform.  We  point  out  that  the  sys- 
tem regulator  should  not  also  be  a  manager  of  the  system.  We  were 
concerned  that  combining  the  roles  of  oversight  and  management 
may  undermine  the  independence  necessary  to  be  an  effective  safe- 
ty and  soundness  regulator.  Being  too  closely  tied  to  management 
and  budget  issues  could  make  the  regulator  an  advocate  rather 
than  an  impartial  judge.  Thus,  we  recommended  that  all  govern- 
ance responsibility  currently  exercised  by  the  board  should  be  de- 
volved from  the  system. 

In  the  area  of  affordable  housing,  we  issued  a  more  recent  report 
this  past  summer  where  we  found  that  the  AHP  has  generally  met 
Congress'  intent  that  it  be  a  flexible  source  of  funding  for  afford- 
able housing.  In  that  report  we  made  some  suggestions  to  clarify 
and  tighten  certain  regulations.  We  have  also  pointed  out  the 
board's  proposed  regulations  to  delegate  more  administrative  con- 
trol over  the  program  to  the  banks  for  many  of  the  reasons  we  have 
already  discussed.  If  governance  reform  is  adopted  we  think  that 
AHP  implementations  should  also  be  devolved  to  the  banks. 

The  last  issue  that  I  wanted  to  talk  about  this  morning  is  the 
issue  of  svstem  consolidation.  While  much  of  the  U.S.  financial  sys- 
tem has  been  consolidating,  the  bank  system  has  not.  We  do  not 
conclude  that  the  system  should  consolidate,  only  that  the  ability 
to  consolidate  could  allow  the  system  to  take  advantage  of  certain 
efficiencies  and  cost-saving  opportunities. 

If  the  system  were  allowed  to  consolidate,  if  membership  were  to 
be  voluntary  and  on  equal  terms  and  member  banks  and  thrifts 
could  choose  any  bank  they  wish  to  join,  we  believe  that  incentives 
would  exist  to  move  the  system  toward  improved  cost  control  and 
efficiency  as  well  as  improved  service  provision.  Those  whose  costs 
were  higher,  or  service  offerings  were  poorer  would  lose  members 
and  eventually  be  absorbed  by  their  more  efficient  brethren.  Mar- 
ket forces  would  determine  how  many  Federal  home  loan  banks  the 
system  could  support. 

Mr.  Chairman,  this  concludes  my  statement.  I  would  be  happy 
to  answer  any  questions  you  or  your  members  might  have. 

[The  prepared  statement  of  Mr.  McCool  can  be  found  on  page  148 
in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  McCool. 

I  am  very  interested  in  your  recommendation  with  regard  to  the 
consolidation  of  the  regulatory  function  of  the  Federal  Home  Loan 
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Bank  Board,  but  I  don't  know  that  I  understood  where  you  viewed 
that  being  housed.  Is  that  a  Treasury  function?  Is  it  a  HUD  func- 
tion? What  is  the  appropriate  location  of  that  regulatory  authority, 
in  your  view? 

Mr.  McCooL.  I  think  that  our  primary  concern  is  that  it  be  inde- 
pendent. I  am  not  sure  that  it  necessarily  should  be  housed  in 
Treasury  or  in  HUD.  Both  of  the  regulators  now  are,  in  their  own 
sense,  independent  regulators;  and  I  think  that  independence 
should  be  maintained.  We  don't  have  a  particular  view  as  to  where 
it  should  be  as  long  as  the  independence  is  maintained. 

Chairman  Baker.  Do  you  have  a  view  as  to  the  operational  effi- 
ciency of  the  system?  In  looking  at  the  operations  of  the  district 
banks,  there  seems  to  be  very  broad  latitude  in  even  the  most  basic 
operational  elements — ^how  the  REFCORP  allocation  is  accounted 
for,  to  staffing  levels.  There  doesn't  seem  to  be  a  common  denomi- 
nator that  relates  either  to  the  amount  of  advance  business  or  in- 
vestment business  that  is  engaged  in.  Is  there  any  view  toward  the 
efficiency  of  the  system  that  might  be  important  for  us  to  hear? 

Mr.  McCooL.  From  the  standpoint  of  efficiency,  I  think  what  we 
have  to  say  about  the  possibilities  for  consolidation  I  think  would 
be  that  probably  the  best  way  to  ensure  an  efficiently  run  system 
is  to  allow  a  little  bit  more  market  discipline.  We  don't  have  any 
particular  rules  of  thumb  that  says  that  the  operating  costs  of  the 
home  loan  bank  should  be  a  particular  level,  so  I  don't  think  that 
we  could — could  nor  I  don't  think  would — we  suggest  that  some 
sort  of  regulatory  rules  of  thumb  necessarily  be  the  basis  for  that, 
certainly. 

Chairman  Baker.  Do  you  have  concerns  about  the  amount  of  un- 
secured debt  that  is  currently  held  or  unsecured  foreign  debt  or 
any  of  the  investment  practices  which  are  now  engaged  in  as  po- 
tentially representing  a  management  risk,  credit  risk  that  is  not 
fully  understood?  And,  again,  it  varies  greatly  from  district  to  dis- 
trict and  to  the  concentration  of  business  in  a  relatively  few  num- 
ber of  customers,  many  of  which  are  mandatory. 

Moving  to  a  voluntary  membership  structure,  are  we  putting  our- 
selves in  a  position  of  seeing  significant  market  upheavals  by  the 
departure  of  a  few — number  of  very  large  mandatory  members 
from  the  system? 

Mr.  McCooL.  Well,  there  are  three  or  four  questions  embedded 
in  that.  I  guess  the  first  issue,  having  to  do  with  the  sort  of  invest- 
ment portfolio — I  mean,  we  haven't  looked  at,  very  specifically,  at 
the  investment  portfolios  of  the  individual  banks;  but  we  have  ex- 
pressed concern  in  our  report  and  we  still  are  concerned  about  the 
overall  size  of  the  investment  portfolio  in  the  system  for  a  number 
of  the  reasons.  Again,  they  were  suggested  earlier. 

There  is  the  issue  of  credit  risk,  certainly  is  an  issue,  but  I  think 
interest  rate  risk,  management  operations  risk  are  all  issues  that 
need  to  be  addressed.  But,  again,  it  is  more  the  question  of  whether 
the  investment  portfolio  is  serving  a  purpose  that  is  related  to  the 
purpose  of  the  system  itself  I  think  that  is  the  primary  issue.  An 
investment  portfolio  that  is — that  is  larger  than  its  level  of  ad- 
vances is  something  that  has  to  be  considered  problematic. 

With  respect  to  the  question  about  whether  the  mandatory  mem- 
bers would  leave  and  if  that  would  generate  any  upheaval  in  the 
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system,  I  am  not  sure  we  have  any  particular  view  on  that.  I  guess 
our  hope  would  be  that  if  everybody  is  in  there  voluntarily  that  the 
system  will  provide  services  and  attract  members  that  will  be  will- 
ing to  be  part  of  the  system.  They  may  not  want  to  be  members 
of  the  bank  of  which  they  are  currently  a  member,  but  that  is  OK, 
too,  if  they  go  to  a  member  that  provides  services  that  are  either 
lower  cost  or  more  efficient  in  some  sense. 

Chairman  Baker.  With  regard  to  potential  consolidation,  there 
are  several  ways  which  I  think  one  could  pursue  that  goal.  One  is 
to  basically  keep  the  district  operations  as  they  are  but  to  strength- 
en the  hand  of  the  regulator.  Another  would  be  a  single  bank.  An- 
other would  be  just  privatization  and  take  all  of  the  governmental 
involvement  out  of  the  current  delivery  system. 

Do  you  have  a  view  as  to  how  far  the  Congress  should  go  in  look- 
ing at  that  level  of  reorganization  or  is  that  something  that  you  feel 
comfortable  commenting  on? 

Mr.  McCooL.  Well,  I  think  we  haven't  really  looked  into  the 
issue  of  whether  the  Federal  Home  Loan  Bank  System  should  be 
privatized.  I  think  that  is  a  more  fundamental  question  than  we 
have  attempted  to  address  in  our  report. 

Again,  we  do  think  that  a  more  market-based  approach  to  con- 
solidation would  not  only  be  an  advantage,  but  that  still  takes  you 
short  of  the  idea  of  whether  the  system  itself  should  be  made 
private. 

Chairman  Baker.  Or  one  step  lower,  perhaps  some  bank  holding 
company  structure  with  12  district  operations  which  would  not  be 
a  privatization  but  be  an  administrative  consolidation  so  there  is 
uniformity  and  standards,  investment  practices,  and  measureable 
rates  of  return  for  shareholders.  Some  argue  that  since  you  have 
a  consolidated  debt  obligation  that  one  bank  can  engage  in  a  busi- 
ness practice  that  another  may  find  unwarranted  but  yet  that  sec- 
ond bank  is  responsible  for  the  failures  of  the  bank  A  if  that  invest- 
ment strategy  turns  out  to  be  an  unprofitable  circumstance.  Is  that 
a  legitimate  reason  to  again  review  the  question  of  consolidation  of 
authority? 

Mr.  McCooL.  I  don't  think  we  have  really  examined  that  issue, 
so  I  think  we  have  sort  of  taken  the  system  as  it  stands,  and  we 
talk  about  relative  magnitude  of  whether  there  should  be  12  banks 
or  not  and  focused  more  on  that  question  and  we  have  not  looked 
at  whether  a  bank  holding  company  model  would  be  preferable. 

Chairman  Baker.  Thank  you,  Mr.  McCool. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Let  me  follow  up  on  that  a  little  bit.  If  I  understand  this  cor- 
rectly, the  12  banks  run  their  own  investment  portfolios;  and  we 
can  talk  a  little  bit  about  that.  We  have  talked  a  little  bit  about 
it  before  as  it  relates  to  the  overnight  loans  to  Japanese  banks.  But 
the  debt  is  issued  on  a  consolidated  basis;  and  the  chairman  raises 
an  interesting  point  because  you  do,  in  effect,  have  some  cross 
collateralization  that  might  be  disproportionate  on  some  of  the 
banks  in  the  system  as  opposed  to  others  based  on  some  of  their 
activities. 

You  in  your  testimony  talk  about  that  debt  issuance  should  be 
a  system  away  from  the  regulator,  but  would  you  go  further  to 
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say — and  maybe  this  is  where  we  were  going  before  you,  but  would 
you  go  further  to  say  perhaps  we  might  not  look  at  it,  decentraliz- 
ing that  even  more  with  some  approval  structure  from  the  system 
itself  and  allow  the  banks  themselves  to  be — to  raise  capital? 

Mr.  McCoOL,  So  what  you  are  saying  is  that  each  bank  would 
issue  its  own  debt  on  the 

Mr.  Bentsen.  Well,  I  am  asking  you.  Does  that  make  sense? 

Mr.  McCooL.  I  am  not  clear  about  the  question. 

Mr.  Bentsen.  Right.  Right. 

Mr.  McCooL.  Again,  I  don't  think  we  have  looked  at  that  par- 
ticular issue;  but  I  don't  necessarily  see  that  as  being  problematic. 
You  would  have  to  do  away  with  the  joint  and  several  liability. 

Mr.  Bentsen.  Yes.  Absolutely.  It  would  have  to  be. 

Mr.  McCooL.  It  would  be  a  question  then  of  each  individual 
bank  going  to  the  market  on  the  basis  of  its  resources. 

Mr.  Bentsen.  Right. 

Mr.  McCooL.  I  guess  the  question  then  is  simply  whether  you 
really  have  a  system  and  whether  it  is — what  sense  the  system  nas 
any  particular  meaning.  But  if  you  have — if  each  bank  is  a  provider 
of  its  own  debt,  then  as  long  as  the  market  is  willing  to  provide 
debt  on  the  basis  of  information  provided,  I  don't  think  there  is 
necessarily  a  problem. 

Mr.  Bentsen.  Well,  I  think  you  would  still  have  a  system  if  you 
went — and  I  am  not  advocating  this,  I  am  just  curious.  But  you 
would  still  have  a  system  because  it  would  still — unless  you  went 
to  the  route  of  privatization  that  some  are  talking  about,  then  that 
turns  everything  upside  down.  But  you  would  still  have  the  Federal 
Government  involvement  in  guarantees,  and  so  forth,  but  it  would 
just — but  you  would  be  devolving  it  to  the  markets  itself,  which  is 
not  inconsistent  with  what  your  testimony  says  about  the  ability  of 
banks  to  open  and  close  to  match  markets  where  there  is  more  ac- 
tivity. 

Mr.  McCooL.  I  guess  there  is  a  couple  of  other  issues  that — as 
I  said,  we  haven't  really  thought  this  through  in  a  real — any  real 
detail.  One  of  the  questions  would  be  the  ease  with  which  the  sys- 
tem or  some  central  authority  like  the  regulator  would  be  able  to 
oversee  all  these  different  individual  banks  issuing  debt  and  the 
extent  to  which  the  government  is  on  the  hook,  at  least  indirectly, 
for  what  all  these  banks  are  doing.  So  I  guess  there  are  some  po- 
tential concerns  I  think  about  having  12  different  banks  issuing 
their  own  debt  independently. 

Mr.  Bentsen.  There  could  certainly  be  some  prudence  issues  and 
other  standards  that  you  would  have  to  look  at. 

Let  me  ask  you  this.  Is  there  a  concern  on  your  part  with  regards 
to  the  investment  practices  of  the  banks? 

Mr.  McCooL.  In  our  statement  we  talked  about  the  fact  that  we 
think  that,  to  the  extent  that  we  get  ourselves  beyond  the 
REFCORP  issue,  that  there  probably  is  some  basis  for  looking  at 
the  investment  practices  of  the  system  and  the  banks  in  the  sys- 
tem; and  that,  for  example,  we  suggest  that  a  model  or  an  alter- 
native model  would  be  the  way  that  the  farm  credit  system  is  regu- 
lated, which  has  much  tighter  constraints  on  investment  practices. 
In  farm  credit  system — basically,  the  investment  practices  are  lim- 
ited to  liquidity  and  basically  managing  interest  rate  risk. 
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Mr.  Bentsen.  Are  you  concerned  about  the  creditworthy  stand- 
ards used  by  the  system  at  this  time? 

We  heard  about  the  Japanese  banks.  And  there  is  always  going 
to  be  some  investment  out  there,  whether  it  is  Japanese  banks 
today,  derivatives  tomorrow,  whatever,  that  are  subject  to  cycHcal 
changes.  The  bank  system  now  has  a  structure,  if  I  understand  it, 
where  50  percent  of  the  capital  can  be  invested  at  A-rated  or  better 
securities,  10  percent  of  the  capital  can  be  invested  in  A-minus  or 
I  think  maybe  triple  B,  I  am  not  sure  about  that,  but  a  lower 
grade,  still  investment  grade  but  a  lower  grade  security.  Is  that 
something  that  we  should  take  a  look  at  or  is  there  an  inherent 
risk? 

Mr.  McCooL.  Well,  I  think,  again,  one  of  the  ways  of  getting  at 
those  kinds  of  issues  would  be  to  move  to  a  more  risk-based  capital 
system  so  that  you  are  putting  away  capital  on  the  basis  of  the 
riskiness  of  the  people  to  whom  you  are  lending. 

Mr.  Bentsen.  If  I  might,  Mr.  Chairman,  do  you  see — we  talked 
about  previously  the  short-term  advances  versus  long-term  ad- 
vances and  whether  or  not — in  addition,  we  talked  about  whether 
or  not  the  banks  were  investing  for  the  purposes  of  investing  in  in- 
creasing capital  as  opposed  to  investing  to  create  more  mortgages 
or  more  mortgage  lending.  Do  you  think — in  the  first  part,  do  you 
think  there  is  a  difference  or  has  your  study — have  your  studies 
found  there  is  a  difference  in  short-term  advance  versus  long-term 
advance  and  the  level  of  mortgage  or  volume  of  mortgages  that  are 
underwritten  or  ultimately  underwritten? 

Mr.  McCooL.  We  haven't  really  looked  at  that. 

Mr.  Bentsen.  Has  your — ^have  your  studies  shown  what  the  level 
of  the  involvement  of  the  bank  system  is  in  the  Nation's  mortgage 
market  and  in  terms  of  what  niche  it  fills  or  has  it  been 

Mr.  McCoOL.  Well,  again,  we  haven't  really — we  haven't  really 
looked  at  this  sort  of  quantitative  effect  on  tne  mortgage  market 
for  the  Home  Loan  Bank  System.  I  think  that  we,  in  one  of  the  re- 
sponses to  the  chairman's  question,  we  do  talk  about  the  niche.  To 
the  extent  the  Home  Loan  Bank  System  serves  a  special  purpose 
it  is  in  the  area  of  the  sort  of  nonconforming  loans  and  the  commu- 
nity development  sort  of  loans  rather  than  the  conforming  and 
jumbo  loan  market.  So  I  think  if  there  is  a  niche,  that  is  the  niche. 

Mr.  Bentsen.  Would  you  be  able  to  get  back  to  the  subcommit- 
tee, based  upon  that,  and  tell  us  whether  or  not  the  market  is  suffi- 
cient— if  the  Home  Loan  Bank  System  mortgages  go  away  tomor- 
row, would  the  market  be  there  to  fill  that  niche?  And,  if  so,  at 
what  price?  And  that  is  a  loaded  question  perhaps,  but 

Mr,  McCooL.  Well,  I  am  not  sure — we  could  try  to  address  the 
question.  I  am  not  sure  we  are  going  to  be  able  to  tell  you  what 
tne  price  is. 

Mr.  Bentsen.  Whether  or  not  there  is  price  volatility  or  price  ad- 
justment associated  with  it. 

Thank  you,  Mr.  Chairman. 

[The  information  requested  by  Mr.  Bentsen  can  be  found  on  page 
169  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Bentsen. 

I  have  a  follow-up  myself.  In  your  analysis  of  the  current  bank 
system,  I  wonder  if  you  have  any  comment  you  might  make  about 
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the  level  of  debt  the  home  loan  banks  own  of  other  government-re- 
lated debts.  I  raised  that  issue  in  an  earlier  panel,  and  there  was 
not  a  response  that  indicated  this  was  something  we  should  be  con- 
cerned about.  But  they  are  all  housing-related  investments,  and  it 
seems  to  be  a  fairly  high  concentration  in  one  economic  activity  and 
a  downturn  in  the  market  could  have,  in  my  view,  significant  effect 
on  the  quality  of  the  home  loan  bank's  assets.  Do  you  have  a  view 
on  that  particular  investment  activity? 

Mr.  McCooL.  Well,  I  think  that  again  the  issue  of — it  sort  of  de- 
pends on  what  sort  of  risk  you  find  of  most  concern.  Clearly,  credit 
risk  is  not  going  to  be  a  problem.  However,  again  it  is  one  part  of 
a  lar^fe  portfolio;  and  in  that  portfolio  there  is  probably  some  sub- 
stantial potential  for  market  and/or  interest  rate  risk  as  well  as 
other  forms  of  risk.  So  I  don't  think  it  stands  out  as  a  particular 
problem,  but  it  is  a  symbol  of  a  sort  of  larger  issue  of  their  overall 
investment  portfolio. 

Chairman  Baker.  In  looking  at  the  way  the  district  banks  each 
analyze  their  risk,  they  each  seem  to  apply  either  a  different  dura- 
tion analysis  or  some  stress  indicator.  Is  there  advisability,  if  we 
are  not  going  to  limit  the  investments  by  nature  of  the  type  of  in- 
strument or  by  percentage,  at  least  having  some  imiform  potential 
stress  or  duration  analysis  that  would  make  some  sense  so  that 
there  is  a  common  measurement  that  runs  through  each  of  the  dis- 
tricts, regardless  of  what  that  might  turn  out  to  be? 

Mr.  McCooL.  Well,  I  think  that  is  something  that  is  perfectly 
within  the  power  of  the  regulator  to  prescribe.  If  they  want  to  come 
up  with  a  particular  stress  test  or  stress  test  standard,  that  is  cer- 
tainly something  they  could  do. 

I  guess  there  are  issues — that  this  is  something  that  is  going  on 
in  the  banking  area  as  well  as  to  whether  the  regulator  should  pre- 
scribe a  model  or  allow  individual  institutions  to  do  their  own — use 
their  own  model  just  within  certain  prescribed  parameters.  There 
are  a  number  of  different  wa;ys  this  can  be  done.  But  probably 
some  sort  of  standardization  is  useful  simply  just  to  be  able  to 
make  comparisons  across  banks. 

Chairman  Baker.  Because  of  the  consolidated  debt  aspect  of  the 
system,  if  you  are  using  one  model  to  determine  your  risk,  one 
would  assume  the  other  group  is  using  a  similar  model  to  predict 
their  risk. 

Mr.  McCooL.  You  would  hope  it  would  be  similar,  if  not  the 
same. 

Chairman  Baker.  I  think  you  have  either  got  to  have  one  rule 
for  all  districts  or  do  something  about  the  consolidated  debt  obliga- 
tion or  limit  the  investment  practices.  I  don't  think  we  can  simply 
say  that  because  we  don't  know  how  the  other  fellow  is  doing  it, 
it  appears  on  its  face  that  these  obligations  are  safe  and  sound.  It 
seems  as  though  I  recall,  in  events  in  Orange  County,  some  of  the 
notes  held  were  structured  notes  to  the  Federal  home  loan  bank. 

Mr.  McCoOL.  A  very  large  portion. 

Chairman  Baker.  I  point  to  that  as  a  reason  for  validating  some 
common  method  of  assessment  of  risk. 

Jump  for  a  moment  to  the  affordable  housing  recommendation 
wherein  you  have  recommended  a  course  which  I  also  have  rec- 
ommended at  differing  times  with  regard  to  a  percentage  assess- 
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merit  of  net  income  rather  than  a  fixed  rate  obligation.  In  view  of 
making  that  recommendation,  assuming  we  move  to  a  world  of  vol- 
untary membership  where  the  cost  to  do  business  with  the  system 
is  the  same  for  a  bank  or  thrift,  given  the  market  changes  we  see 
coming,  perhaps  modification  if  not  outright  elimination  of  the 
QTL,  with  all  of  those  things  near  term  likely  to  happen,  would  it 
be  your  view  if  you  went  to  a  percentage  of  net  profit  that  over 
time  those  programs  would  indeed  enjoy  a  higher  contribution  over 
time  rather  than  the  fixed  rate  obligation  which  is  now  somewhat 
of  a  burden  on  the  system? 

Mr.  McCooL,  Well,  I  guess  that  is  kind  of  a  difficult  question  be- 
cause it  is  very  much  tied  up  in  what  is  going  to  happen  to  the  sys- 
tem income,  and  that  gets  you  into  this  whole  issue  about  their  in- 
vestment portfolio,  how  big  they  are  and  what  kind  of  returns  they 
provide. 

On  the  one  hand,  you  would  hope,  I  guess,  the  Affordable  Hous- 
ing Program  has  been  effective,  that  it  would  tend  to  grow;  but 
that  also  implies  the  system  income  has  tended  to  grow.  And  while 
you  have  more  members  and  more  advances,  I  am  not  sure  where 
we  are  all  that  crazy  about  the  idea  of  having  more  investment 
income. 

Chairman  Baker.  If  I  could  interrupt  on  that  point,  the  chair- 
man earlier  said.  Chairman  Morrison,  that  one  of  the  principal  con- 
tributors to  the  investment  strategy  was  the  weight  of  the  current 
combined  REFCORP  and  affordable  obligations.  So  if  one  were  to 
assume  that  by  giving  relief  on  either  or  both  you  would  then  mini- 
mize— I  hate  to  call  it  gaming — but  the  investment  strategies  that 
are  now  warranted  because  of  the  way  those  obligations — which 
would  then  enable  the  system,  moving  to  a  voluntary  structure,  to 
see  the  advance  demand  increase  as  more  members  come  to  the  ad- 
vance window.  It  was,  in  their  defense,  true  that  these  smaller, 
newer  bank  members  are  in  the  system,  but  they  are  not  borrow- 
ing. By  equalizing  cost,  you  would  increase  their  borrowings,  there- 
by, hopefully,  increasing  profitability. 

There  is  no  easy  way  to  get  out  of  this  mess,  but  it  seems  as 
though  in  the  current  environment  the  assessments  are  unreason- 
ably high  in  relation  to  the  profits  that  are  generated  from  the  ad- 
vance side  of  the  business  enterprise.  So  one  or  the  other  has  to 
change.  Either  we  have  to  open  the  system  up  without  regard  to 
the  investment  practices  and  let  them  do  whatever  they  can  do  to 
make  a  dollar  or,  on  the  other  side,  we  have  to  give  some  relief 
from  the  fixed-base  obligations. 

Mr.  McCooL.  I  don't  disagree  with  that.  The  point  I  am  trying 
to  make  is  I  am  just  not  sure  we  know  how  much  income  the  sys- 
tem would  generate,  absent  these  obligations  and  pressures  to  ful- 
fill these  obligations.  And  it  could  be  that  the  system  will  generate 
through  advances  and/or  some  limited  investment  activity  more 
than  enough  revenue  to  pay  REFCORP  and  affordable  housing  or 
just  affordable  housing  or  whatever  the  system  is  asked  to  pay,  but 
I  don't  think  we  know  the  answer  to  that. 

Chairman  Baker.  Thank  you. 

Mr.  Bentsen,  any  follow  up? 
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Mr.  Bentsen.  First,  let  me  say,  you  know  the  chairman.  He  is 
from  Louisiana.  He  has  an  aversion  to  gaming,  unlike  a  number  of 
his  colleagues  in  the  State  legislature. 

Chairman  Baker.  I  will  confess  I  am  not  an  expert,  though. 

Mr.  Bentsen.  Although  I  think  they  are  coming  around  to  your 
way  of  thinking,  from  what  I  have  read  in  the  papers. 

The  problem — the  problem  that  I  see,  and  I  would  ask  you  about 
this,  of  changing  the  Affordable  Housing  Program  from  a  fixed  dol- 
lar amount  to  a  fixed  percentage  payment,  while  on  the  one  hand 
assuming  the  housing  market  continues  to  expand — and  it  will  ex- 
pand and  it  will  contract,  of  course — ^that  you  might  actually — I 
wonder  whether  or  not  you  would  be  worse  off  if  you  said  whatever 
it  was — ^let's  say  it  is  10  percent  of  profits;  I  don't  know  the  exact 
factor — ^that  in  fact  you  have  created  a  fee  or  a  cost  that  is  a  fixed 
cost  which  would  otherwise  decline  proportionately  assuming  that 
you  had  that  same  growth  in  the  market  and  you  had  a  dollar 
amount.  So  there  is  a  risk  associated  with  doing  that. 

The  upside  on  the  pro-affordable  housing  front  is  that  you  are 
going  to  get  more  money.  The  downside,  of  course  is,  that  may  exist 
is,  and  I  would  ask  you  this,  is  that  whereas  it  may  have  been, 
under  a  dollar  basis,  may  have  declined  from,  say,  a  10  percent 
level  to  a  7  percent  level  as  the  whole  funds  grew,  now  if  it  stays 
automatically  at  10  percent,  that  is  going  to  cut  into  your — that  is 
going  to  be  an  additional  cost.  Wouldn't  that  be  correct? 

Mr.  McCooL.  Well,  it  would  be  additional  to  the  extent  that  10 
percent  is  greater  than  $100  million. 

Mr.  Bentsen.  Right. 

Mr.  McCooL.  I  guess  the  other  potential  downside  would  be  the 
extent  to  which  the  income  fluctuates  and,  therefore,  the  amount 
provided  for  affordable  housing  would  fluctuate. 

Mr.  Bentsen.  Right. 

Mr.  McCoOL.  And  that  is  an  issue  I  think  that  is  going  to  be  tied 
to  any  kind  of  proportional  rate.  But  whether  the  Affordable  Hous- 
ing Program  will  get  more  or  less  from  the  10  percent  proportion 
or  the  $100  million  again  I  think  depends  on  where  the  system 
goes  under  the  proportional  system,  and  I  don't  think  we  have  a 
very  clear  answer  on  that. 

Mr.  Bentsen.  You  recommend  that  we  go  to  an  all  voluntary  sys- 
tem. Do  you  believe  that  the  system  itself  is  set  up  where  there 
would  be  more  than  sufficient  demand  under  an  all  voluntary  sys- 
tem for  membership? 

Mr.  McCooL.  Sufficient  demand  in  what  sense? 

Mr.  Bentsen.  In  terms  of  taking  the  system  from  where  it  is 
today  and  continuing  to  expand  it. 

Mr.  McCooL.  My  sense  is  that  the  system  provides  a  service  that 
will  attract  membership  and  that  the  more  voluntary  it  is  the  more 
likely  that  banks  will  be  incentivized  to  respond  to  those — to  pro- 
vide those  services. 

Mr.  Bentsen.  So  saying  the  system  provides  a  system  that  meets 
a  demand  on  the  mortgage  market  that  might  not  otherwise  be  met 
and,  therefore,  people  I  guess 

Mr.  McCooL.  Well,  it  meets  a  demand  in  the  mortgage  market 
under  the  current  scheme.  Whether  in  the  absence  of  the  Home 
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Loan  Bank  System  somebody  else  would  be  there  or  not,  that  is  a 
different  question. 

Mr.  Bentsen.  But  do  you  know  the  answer  to  that  question? 

Mr.  McCooL.  No.  No,  I  don't. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mr.  Bentsen. 

Thank  you,  Mr.  McCool. 

Gentlemen,  I  appreciate  your  willingness  to  appear,  I  am  advised 
some  Members  may  wish  to  follow  up  with  some  written  questions, 
and  we  appreciate  your  responses  as  always.  Thank  you. 

Our  meeting  is  adjourned. 

[Whereupon,  at  12:23  p.m.,  the  hearing  was  adjourned.] 


OVERSIGHT  HEARING  ON  THE  FEDERAL 
HOME  LOAN  BANK  SYSTEM 


THURSDAY,  SEPTEMBER  28,  1995 

House  of  Representatives, 

Subcommittee  on  Capital  Markets,  Securities 

AND  Government-Sponsored  Enterprises, 
Committee  on  Banking  and  Financial  Services, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:00  a.m.,  in  room 
2128,  Raybum  House  Office  Building,  Hon.  Richard  Baker  [chair- 
man of  the  subcommittee]  presiding. 

Present:  Chairman  Baker,  Representatives  LoBiondo,  Watts, 
Kelly,  Lazio,  Bachus,  Kanjorski  and  Bentsen. 

Also  present:  Chairman  Leach, 

Chairman  Baker.  I  would  like  to  go  ahead  and  call  our  hearing 
to  order.  I  am  told  that  several  Members  will  be  on  their  way  to 
join  us  momentarily. 

We  don't  expect  a  vote  right  away,  so  we  will  try  to  proceed  with 
our  witnesses  as  quickly  as  possible.  We  do  have  a  lengthy  panel 
today,  and  for  that  reason  I  think  it  appropriate  to  try  to  start  as 
close  to  10:00  a.m.  as  possible. 

First,  just  a  statement  as  to  the  proceedings,  the  nature  of  the 
proceedings  yesterday  and  what  we  hope  to  accomplish  today. 
Much  was  discussed  as  to  the  overall  policy  and  mission  of  the 
bank  system  yesterday.  From  my  perspective,  at  least,  a  more  de- 
tailed operational  analysis  will  Be  the  scope  of  at  least  my  ques- 
tions in  understanding  better  how  the  system  district  banks  are 
functioning.  But,  to  that  end,  any  comment  you  choose  to  make  is 
certainly  appreciated. 

And  I  would  like  to  recognize  our  first  witness,  Mr.  Thomas  H. 
Stanton,  attorney,  also  from  Johns  Hopkins  University.  So  welcome 
this  morning,  Mr.  Stanton.  We  very  much  appreciate  your  courtesy 
in  being  here. 

STATEMENT  OF  THOMAS  H.  STANTON,  ESQ.,  ATTORNEY  AT 
LAW,  JOHNS  HOPmNS  UNIVERSITY 

Mr.  Stanton.  Thank  you  very  much,  Mr.  Chairman,  and  thank 
you  for  the  invitation  to  testify. 

These  hearings  on  the  structure  and  mission  of  the  Home  Loan 
Bank  System  come  at  a  very  important  time.  The  system  is  buf- 
feted by  massive  changes  both  in  its  legislative  context  and  in  its 
business  environment. 

With  respect  to  legislation,  just  this  session  the  Congn'ess  has 
taken  steps  to  terminate  the  Federal  charter  for  savings  and  loan 
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associations,  the  traditional  customers  and  members  of  the  Home 
Loan  Bank  System.  New  predominant  members  of  the  system  will 
be  commercial  banks,  but  the  Congress  has  also  taken  steps  to  lib- 
eralize the  rules  governing  bank  consolidation.  And  under  current 
capital  requirements  this  will  affect  the  number  of  commercial 
banks  who  find  system  membership  to  be  attractive  over  time. 

In  FIRREA,  the  Congress  removed  impediments  to  Fannie  Mae's 
authority  to  make  loans  on  the  security  of  mortgages.  This  could 
mean  increased  competition  from  Fannie  Mae  with  respect  to  the 
system's  primary  product,  collateralized  advances. 

The  system  has  also  seen  substantial  changes  in  its  business  en- 
vironment. Fannie  Mae  and  Freddie  Mac  have  helped  to  displace 
portfolio  lending  as  a  source  of  funding  for  conforming  fixed  rate 
mortgages. 

But  tne  whole  purpose  of  advances  is  to  assist  with  portfolio 
lending.  So  as  portfolio  lending  diminishes  in  importance,  so,  too, 
does  the  role  of  the  Home  Loan  Bank  System  in  housing  finance. 
New  technologies  and  capabilities  are  driving  new  forms  of 
securitization  that  may  make  other  forms  of  portfolio  lending  also 
less  attractive.  Together,  these  developments  may  reduce  the  need 
for  collateralized  advances  as  a  way  to  support  portfolio  lending  ei- 
ther by  commercial  banks  or  by  State-chartered  thrifts. 

This  subcommittee  has  the  benefit  of  an  array  of  impressive 
studies  that  propose  solutions  to  a  number  of  the  structural 
vulnerabilities  of  the  system  in  this  fluid  environment. 

One  can  categorize  solutions  in  two  ways:  First,  there  are  the  so- 
lutions that  deal  with  trying  to  contain  financial  risk  in  the  system. 
This  subcommittee  has  taken  an  important  step  this  week  in  legis- 
lation to  change  the  fixed  REFCORP  assessment  to  a  variable 
assessment  that  looks  closer  to  a  type  of  income  tax.  Other  impor- 
tant changes  relate  to  the  need  for  a  true  cushion  of  capital  and 
the  need  to  contain  the  size  of  the  system's  huge  investment  port- 
folio, which  also  raises  questions  of  public  purpose. 

Also,  the  Federal  Housing  Finance  Board  needs  to  be  turned  into 
an  arm's  length  regulator  without  an  advocacy  role  and  without 
managerial  functions  for  the  system. 

Before  going  on  to  the  second  type  of  solution,  Mr.  Chairman,  I 
respectfully  ask  to  be  introduced  into  the  printed  record  a  docu- 
ment that  documents  some  of  the  nature  of  the  competitive  advan- 
tage that  Fannie  Mae  or  Freddie  Mac  might  have  if  they  do  decide 
to  compete  in  the  market  for  collateralized  advances.  Thank  you, 
sir. 

[The  information  referred  to  can  be  found  on  page  254  in  the 
appendix.] 

The  second  type  of  solution  would  be  more  sweeping.  Mr.  Chair- 
man, I  respectfully  suggest  that  it  may  be  in  the  interest  of  the 
system  and  its  members  now  to  devise  a  strategy  to  give  up  GSE 
status  and  at  the  same  time  to  give  up  today's  tight  statutory  con- 
straints that  are  increasingly  forcing  the  system  into  a  relatively 
unprofitable  segment  of  the  residential  mortgage  market. 

The  system  has  shown  an  impressive  durability  over  the  years, 
but  the  magnitude  and  speed  of  changes,  both  in  legislation  and  in 
the  marketplace,  make  it  worthwhile  to  give  privatization  serious 
consideration  and  preferably  now.  Because  the  more  time  people 
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engage  in  advance  planning,  the  better  the  options  are,  rather  than 
looking  at  privatization  if,  heaven  forbid,  one  gets  into  some  sort 
of  financial  difficulty. 

Thank  you  very  much,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Thomas  H.  Stanton  can  be  found 
on  page  244  in  the  appendix.] 

Chairman  Baker,  Thank  you,  Mr.  Stanton.  Appreciate  your  com- 
ments. 

Our  next  witness  is  Mr.  Winthrop  Watson,  the  Vice  President 
from  J. P.  Morgan.  Welcome. 

STATEMENT  OF  WINTHROP  WATSON,  VICE  PRESIDENT,  J.P. 

MORGAN 

Mr.  Watson.  Thank  you,  Mr.  Chairman. 

I  am  Winthrop  Watson,  a  vice  president  in  the  Investment  Bank- 
ing Department  of  J.P.  Morgan.  I  submitted  written  testimony  to 
you,  and  I  will  summarize  that  now. 

Acting  as  financial  advisor  to  the  Capital  Restructuring  Task 
Force  of  the  Federal  home  loan  banks,  J.P.  Morgan  completed  a 
capital  study  of  the  system  1  year  ago.  We  developed  a  financial 
model  of  the  FHLB,  recommended  a  framework  for  establishing 
capital  standards,  and  identified  and  evaluated  alternative  capital 
structures.  My  testimony  discusses  these  economic  dynamics  which 
remain  true  today. 

The  FHLB  system  and  the  district  banks  have  generated  solid, 
absolute  levels  of  earnings  and  are  attracting  new  members  and 
capital.  Nevertheless,  the  range  of  alternatives  for  changing  the 
system's  capital  structure  is  limited  by  the  profitability  levels  of 
tne  FHLB,  when  measured  on  a  return  on  equity  basis,  particu- 
larly after  REFCORP,  as  well  as  by  the  trend  toward  voluntary 
members  with  redeemable  capital. 

Changing  the  fixed  FIRREA  payment  to  one  based  on  a  percent- 
age of  profitability  relieves  many  of  the  economic  and  structuring 
pressures  that  complicate  the  formulation  of  permanent  capital. 
The  earnings  of  the  district  banks  are  influenced  by  the  ability  to 
leverage  capital  and  invest  capital. 

Under  FIRREA,  the  FHLB  has  experienced  changes  in  the  cap- 
ital structure  needed  to  generate  earnings.  The  most  important 
changes  are  the  imposition  of  the  $300  million  annual  REFCORP 
payments  and  the  $100  million  minimum  annual  HP  obligations, 
as  well  as  the  fact  that  the  majority  of  the  capital  is  now  contrib- 
uted by  voluntary  members  having  the  right  to  redeem  shares  at 
par  and  leave  the  system,  provided  capital  levels  are  not  likely  to 
be  impaired. 

At  the  same  time,  the  needs  of  the  system's  key  constituencies 
create  pressure  for  the  district  banks  to  generate  earnings  and  re- 
tain capital  strength.  Specifically:  Members  require  a  reasonable 
return  on  investment  in  the  form  of  dividends  and  well-priced  serv- 
ices. This  is  particularly  true  with  the  new  majority  of  voluntary 
members,  who  have  the  right  to  redeem  their  stock  and  leave  the 
system. 

Members  want  FHLB  capital  to  be  strong  so  they  can  continue 
to  carry  the  investments  on  their  book  at  par  value. 
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And  the  U.S.  Treasury  and  HUD  want  certainty  as  to  receipt  of 
the  FIRREA  obligations. 

The  tools  available  to  FHLB  management  to  generate  the  earn- 
ings are  tightly  constrained  by  market  and  regulatory  forces.  The 
Ericing  of  assets  and  liabilities  is  largely  determined  by  the  U.S. 
ond  and  mortgage-backed  securities  markets. 

Interest  rate  risk  and  credit  risk  are  limited  by  FHFB  guidelines. 

Consequently,  the  range  of  capital  alternatives  that  satisfy  all 
constituencies  is  limited  by  the  legislative  and  regulatory  frame- 
work and,  equally  importantly,  by  the  economic  environment  that 
drives  the  FHLB's  performance. 

As  part  of  our  analysis  of  the  system's  capital  needs,  J. P.  Morgan 
was  asked  to  evaluate  a  broad  spectrum  of  capital  structures  for 
the  FHLB,  ranging  from  the  current  structure  to  publicly  traded 
stock.  The  assignment  specifically  requested  analysis  of  each  and 
no  recommendation  for  a  specific  option. 

We  retained  all  the  current  legislative  and  regulatory  constraints 
in  evaluating  the  alternatives.  Each  alternative  envisioned  all  or 
part  of  the  capital  remain  redeemable,  provided  the  FHLB  and 
each  district  bank  were  in  compliance  with  capital  standards.  With 
each  alternative  evaluated  against  a  long  list  of  criteria,  no  single 
alternative  satisfied  all  criteria  or  constituencies. 

With  the  current  constraints  in  place,  the  current  economic  dy- 
namics and  profitability  make  public  stock  ownership  an  unlikely 
alternative.  External  shareholders  may  not  be  the  best  economic 
owners  since  they  can't  share  in  the  other  benefits  of  membership. 

Preferred  stock  and  subordinated  debt  add  some  element  of  fi- 
nancial risk  because  they  require  annual  payments. 

The  status  quo  limits  actions  that  increase  the  permanency  of 
capital  and  other  measures  of  capital  flexibility. 

But  variations  on  the  straightforward  cooperative  ownership 
structure  can  include  techniques  such  as  lengthening  redemption 
schedules  and/or  requiring  buildup  of  retained  earnmgs  that  in- 
crease permanency.  However,  these  techniques  could  affect  the 
redeemability  of  the  stock  and  the  returns  available  to  members, 
which  could  cause  voluntary  members  to  reconsider  their  member- 
ship. 

Multiple  class  ownership  structures  provide  tools  to  address  more 
objectives  and  criteria,  but  they  also  add  significant  complexities, 
particularly  in  implementation. 

In  summary,  the  limited  profitability  of  the  FHLB  and  the  dis- 
trict banks  on  a  return  on  equity  basis  limits  the  range  of  feasible 
capital  structural  alternatives.  Changing  the  fixed  FIRREA  pay- 
ment to  one  calculated  on  a  percentage  of  profitability  basis  re- 
lieves some  of  the  economic  and  structuring  pressures  that  com- 
plicate the  formulation  of  permanent  capital  for  the  system. 

Thank  you. 

[The  prepared  statement  of  Mr.  Winthrop  Watson  can  be  found 
on  page  269  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Watson.  Appreciate 
your  testimony. 

Mr.  Stanton,  I  am  interested  in  the  comment  with  regard  to  the 
portfolio  lending  public  policy  and  the  prospect  of  privitization.  Just 
asking  an  opinion,  in  the  current  market  environment  where  you 
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are  seeing  on  the  private  side  mergers  and  consolidations  of  larger 
banks,  is  it  possible  that  the  system's  mission  might  be  primarily 
aimed  at  the  rural  and  inner  city  markets,  in  order  to  meet 
legitimating  the  public  policy  purpose  of  the  GSE?  Or  in  your  mind 
is  the  portfolio  lending  activity  in  such  jeopardy  that  that  public 
policy  mission  goes  away? 

Mr.  Stanton.  Mr.  Chairman,  the  real  question  is  numbers;  how 
much  portfolio  lending  of  the  kind  you  described  will  be  available 
and  profitable  enough  to  sustain  collateralized  advances.  I  had 
originally  thought  that  a  very  valuable  potential  public  purpose  of 
the  home  loan  banks  might  be  to  make  collateralized  loans  to  rural 
lenders  who  have  real  trouble  matching  their  books,  assets  and  li- 
abilities if  they  tiy  to  make  agricultural  loans.  I  thought  this  could 
be  a  valuable  public  purpose. 

But,  again,  the  legislative  context  is  changing  so  quickly.  What 
we  see  emerging  from  the  Senate  Agriculture  bill  is  a  statute  to 
create  Farmer  Mac  as  a  Fannie  Mae,  a  large  portfolio  lender  that 
will  have  lower  capital  requirements,  just  as  Fannie  Mae  does  vis- 
a-vis thrift  institutions  and  banks,  and  basically  will  be  able  to  ar- 
bitrage those  low-capital  requirements  and  also  a  lower  cost  struc- 
ture and  probably  take  a  lot  of  that  rural  business. 

So,  in  the  end,  there  may  not  be  as  much  there  as  one  would 
have  originally  thought  before  this  legislation  started  coming  down 
the  track. 

Chairman  Baker.  If  the  portfolio  public  policy  purpose  is  then  re- 
moved from  the  legitimating  reasons,  what  other  mission  do  you 
see  as  a  public  policy  purpose  for  the  system? 

Mr.  Stanton.  Mr.  Chairman,  I  am  really  much  more  a  technical 
type  who  looks  at  structure  and  functions  of  a  system.  The  quality 
of  public  purpose  really  depends  on  what  this  body  wants  to  do 
with  the  system. 

My  only  point  is  that,  in  asking  that  question,  we  really  have 
turned  around  the  cart  and  the  horse  in  the  sense  that  we  are  say- 
ing we  have  got  this  vehicle  here,  its  public  purpose  is  diminishing, 
gee,  what  can  we  do? 

In  the  case  of  March  of  Dimes,  when  they  faced  that  problem, 
they  found  some  very  good  things  to  do.  But  it  takes  a  lot  of  cre- 
ative thought.  And  I  guess  all  I  am  suggesting  is,  in  this  context, 
the  idea  of  privatization  at  least  deserves  some  careful  thought.  Be- 
cause once  it  is  staffed  out,  that  may  turn  out  to  be  a  promising 
alternative  as  well. 

Chairman  Baker.  I  think  the  foundation  of  the  question  is  based 
on  the  fact  it  was — the  system  was  created  for  a  valid  public  pur- 
pose, which  it  has  effectively  met.  The  trouble  is  the  market  has 
changed,  and  the  purpose  for  which  it  was  originally  created  may 
no  longer  be  available  as  a  public  policy  mission. 

And  the  question  remains,  is  there  a  continuing  obligation  to  re- 
tain the  system  or,  as  you  suggest,  allow  privatization  and  let  the 
shareholders  determine  the  mission?  And  that  sort  of  is  at  the  hub 
of  the  issue. 

Mr.  Watson,  I  appreciate  very  much  the  depth  of  analysis  that 
the  Morgan  study  went  to  in  analyzing  the  scope  and  activity  and 
the  systemic  operational  questions  of  the  bank.  Did  you,  in  the 
scope  of  that  inquiry,  find  any  reason  to  be  concemea  about  the 
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level  of  unsecured  assets  or  the  amount  of  foreign  debt  by  the  sys- 
tem or  did  you  look  to  that  question? 

Mr.  Watson.  We  looked  at  the  question  of  how  the  home  loan 
banks  make  money  and  how  they  achieve  the  financial  objectives 
of  their  various  constituencies.  It  looked  to  us  that  you  needed  to 
have  a  decent-sized  investment  portfolio  to  be  able  to  generate  the 
returns  that  we  would  expect  members  would  want  and  at  the 
same  time  be  able  to  pay  the  $300  million  FIRREA  obligation  and 
meet  the  AHP  obligations. 

Given  the  market,  the  market  prices  that  the  home  loan  has  to 
play  with  and  is  limited  by,  and  the  range  of  objectives  it  has  to 
meet,  I  think  that  the  size  of  the  investment  portfolio  is  a  consider- 
ation. 

We  looked  at  the  requirements  from  the  FHFB  which  we  thought 
from  a  financial  credit  ratings  perspective  seemed  appropriate.  We 
didn't  look  at  concentration  issues  at  the  time  that  we  did  the 
study. 

Chairman  Baker.  Your  comment  would  seem  to  support  the  posi- 
tion of  Mr.  Stanton  that  the  shareholder's  interest  is  driving  the 
need  for  profitability,  which  legitimates  in  economic  terms  the  need 
for  a  bigger  investment  portfolio  at  the  expense  of,  say,  the  advance 
business.  That  would  seem  to  argue  that  if  that  is  to  become  the 
goal,  rather  than  whatever  the  mistily  defined  public  policy  mission 
is,  that  privatization  makes  a  lot  of  sense  from  an  economic  per- 
spective. Allow  the  shareholders  and  the  capital  to  dictate  the  busi- 
ness decisions  of  the  system.  Is  that  something  you  agree  with? 

Mr.  Watson.  Let  me  first  just  address  one  of  the  points  that  you 
made. 

I  don't  think  that  we  saw  the  bank's  increasing  investments  at 
the  expense  of  advances.  Our  observation  was  that  the  banks  were 
making  advances  at  very  competitive  levels  for  their  members  and 
trying  to  increase  as  effectively  as  they  could  the  advances.  In  fact, 
according  to  our  assumptions,  the  banks  earned  more  on  advances 
than  they  did  on  the  marginal  money  market  investment,  which 
would  mean,  from  a  financial  perspective,  there  would  be  an  incen- 
tive to  try  to  increase  the  advance  business. 

Chairman  Baker.  But,  for  the  first  time,  advances  fell  behind 
the  investment  portfolio  and  if  were  left  to  their  advance  profit- 
ability only  they  couldn't  meet  their  REFCORP  and  affordable 
housing  obligations. 

Mr.  Watson.  I  think  that  that  probably  is  a  function  of  the  mar- 
ket for  advances,  what  the  demand  by  financial  institutions  is  for 
advances,  as  opposed  to  pricing  considerations. 

Chairman  Baker.  And  I  agree  with  you.  I  just  think 

Mr.  Watson.  So  the  result  is  clearly  as  you  indicate.  But  I  am 
not  sure  it  gets  there  from  the  point  of  view  of  balancing  out  be- 
tween investment  portfolio  and  advances. 

One  thing  that  has,  I  think,  been  critical  in  terms  of  thinking 
about  the  financial  mechanics  of  the  system  is  that,  as  the  growth 
of  members  has  occurred,  a  lot  of  new  capital  has  come  in.  That 
capital  has  needed  to  be  invested  and  leveraged.  And  the  capital 
has  come  in  at  a  rate  that  has  been  faster  than  the  growth  in 
advances. 
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I  think  this  is  a  transition  period  in  the  system  as  new  commer- 
cial banks  are  coming  into  the  system  and  starting  to  use  the  sys- 
tem. I  don't  think  it  is  clear  whether  their  advances  also  grow  in 
proportion  to  capital  or  not.  I  think  that  that  is  an  uncertainty  at 
this  point  in  time. 

Chairman  Baker.  Let  me  throw  a  framework  around  my  re- 
marks. I  think  there  is  nothing  wrong  with  improvement.  I  think 
it  is  a  good  thing  for  people  to  use  their  capital  as  they  see  fit  and 
invest  it  wisely  and  get  the  best  possible  rate  of  return. 

Now  we  have  a  GSE  that  was  given  a  mandate  to  finance  hous- 
ing. What  seems  to  have  occurred  is  that  the  REFCORP  and  AHP 
burden  is  driving  the  system  away  from  the  mission.  Investment 
practices  have  been  made  legitimate  to  drive  the  profits  up,  pur- 
portedly to  meet  affordable  and  REFCORP  obligations  and,  sec- 
ondarily, return  some  level  of  return  to  the  investor.  And  are  two 
conflicting  courses  the  problem? 

Mr.  Watson.  I  think  it  is  circular.  Because  you  need  to  have  the 
capital  to  be  able  to  earn  the  money  to  be  able  to  pay  the  $300  mil- 
lion and  the  AHP. 

Chairman  Baker.  I  understand. 

Mr.  Stanton,  do  you  have  a  comment  on  that  subject? 

Mr.  Stanton.  No,  I  think  we  are  all  grappling  with  the  same 
issue,  that  as  portfolio  lending  shrinks,  as  technology  drives 
securitization,  other  forms  of  dealing  with  loan  assets,  the  role  of 
the  home  loan  banks  has  to  be  redefined  in  some  way.  And  nobody 
at  this  point,  unlike  the  case  with  Fannie  Mae  and  Freddie  Mac, 
with  the  1992  legislation,  that  called  for  studies  of  privatization  as 
an  option,  not  mandating  it,  just  saying  let's  staff  it  out.  In  the 
case  of  the  studies  with  the  Home  Loan  Bank  System,  privatization 
was  never  included  as  one  of  the  range  of  options  that  the  analysts 
should  have  dealt  with. 

Chairman  Baker.  Thank  you.  I  used  my  time. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman.  And  I  would  like  to  fol- 
low up  on  your  line  of  questioning. 

It  seems  to  me  that  the  system  and  all  GSEs  are  basically  cre- 
ated to  fill  a  void  where  there  is  an  inefficiency  in  the  market  that 
doesn't  adopt  or  doesn't  create  a  market,  in  this  case,  for  the  mort- 
gage market. 

I  guess  my  first  question  would  be  to  Mr.  Stanton.  Based  upon 
what  you  said  in  the  questions  of  the  chairman,  does  the  system 
currently  fit  into  the  system  of — into  our  mortgage  market  system? 
Is  the  bank  system  filling  a  need  that  is  not  being  filled  by  Fannie 
or  Freddie,  that  is  not  being  filled  by  the  FHA,  that  is  not  being 
filled  by  the  conventional  mortgage  market? 

Mr.  Stanton.  Yes  is  the  answer.  But  it  is  a  declining  need,  and 
one  wonders  whether  current  trends  aren't  going  to  make  it  decline 
even  farther  and  faster. 

First  of  all,  Fannie  Mae  and  Freddie  Mac  are  limited  to  a  con- 
forming mortgage  limit,  currently  $203,000.  So  we  have  portfolio 
lenders,  but  those  tend  to  be  the  wealthier  households  who  can 
have  mortgages  above  that  amount. 

Second,  Fannie  Mae  and  Freddie  Mac  have  not  attempted  in  any 
significant  degree  to  securitize  adjustable  rate  mortgages.  So  we 
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have  a  lot  of  portfolio  lenders  who  are  able  to  make  adjustable  rate 
mortgages  and  use  advances  to  match  fund  the  ARMs,  basically. 
But  a  lot  of  those  ARMs  are,  in  fact,  within  the  conforming  limit; 
and  one  wonders  whether  at  some  point  Fannie  Mae  and  Freddie 
Mac,  as  they  reach  the  constraints  of  their  own  charters,  aren't 
going  to  begin  to  exploit  their  available — their  legally  permitted 
market  more  intensively  and  pick  up  the  ARMs  as  well. 

Mr.  Bentsen.  Let  me  ask  both  of  you  all  as  a  follow-up  to  that, 
we  talked  a  lot  about,  obviously,  the  REFCORP  as  a  fixed  cost;  and 
it  appears  that  Congress  may  be  moving  toward  making  that  a  per- 
centage rather  than  a  dollar  fixed;  the  Affordable  Housing  Pro- 
gram, which  is  a  dollar  cost;  and  there  is  discussion  in — the  chair- 
man's bill,  I  believe,  would  move  it  to  a  percentage  basis. 

But  in  addition  to  that,  there  is  a  third  fixed  cost,  which  is  re- 
turn on  equity  or  the  dividends  that  are  paid  to  the  members.  And 
there  are — if  I  understand  correctly,  of  all  the  banks  there  are 
some  banks  which  pay  higher  dividends  than  other  banks. 

And  the  question  is,  obviously  or  apparently  the  service  provided 
by  the  System  to  the  members,  which  is  voluntary  for  some,  man- 
datory for  others,  but  the  service  which  is  provided,  in  effect  creat- 
ing a  secondary  market  for  nonconforming  loans,  variable  rate 
loans,  jumbo  loans,  whatever,  is  not  enough.  There  needs  to  be  cer- 
tain return  on  equity.  And,  apparently,  it  would  seem  that,  depend- 
ing on  your  regional  location,  your  return  on  equity  needs  to  be 
higher  than  in  other  regions. 

And  is  that  correct?  And  why  is  that?  And  if  that  is  the  case,  it 
leads  me  to  believe  that  perhaps,  again,  where  is  the  public 
purpose? 

If  entities  need  to — if  lending  entities  need  to  be  coerced  into 
being  members  of  this  organization  through  return  on  equity,  then 
are  we  really  providing  a  service  or  is  this  just  another  investment 
vehicle? 

Mr.  Watson.  Should  I  start? 

Mr.  Bentsen.  Sure. 

Mr.  Watson.  First  of  all,  I  am  not  sure  that  members  are  just 
joining  the  system.  They  are  putting  up  capital  to  join  the  system. 
And  most  of  the  members  are  owned  by  public  institutions  or  pub- 
lic investors  who  are  demanding  of  them  to  earn  a  return  on  their 
investments.  So  there  is  a  choice  by  voluntary  members,  putting 
the  capital  in  or  not. 

I  think  it  is  appropriate  that  members  should  expect  some  level 
of  return  through  services  or  dividends  or  a  combination  of  both  in 
return  for  their  capital.  That  is,  I  think,  an  important  point  about 
the  nature  of  the  voluntary  capital. 

Mr.  Bentsen.  If  that  is  the  case,  what  is  to  preclude  member  in- 
stitutions from  going  out  and  forming  their  own  secondary  market 
cooperative,  to  pool  their  monies  themselves,  create  a  risk  pool  to 
act  as  an  insurance,  as  opposed  to  having  a  system  with  an  implicit 
guarantee  from  the  Treasury? 

Mr.  Watson.  Nothing  precludes  it. 

Mr.  Bentsen.  Would  that  be  as  efficient?  Would  it  price  the 
same? 

Mr.  WATSON.  It  would  not  price  the  same. 


49 

Mr.  Bentsen.  So,  in  effect,  they  are  receiving  the  benefit  of  a 
price,  which  benefits  the  members  obviously,  one,  in  creating  a  sec- 
ondary market,  and,  two,  in  the  ability  to  enter  the  mortgage  mar- 
ket and  underwrite  and  make  it  profitable  for  them. 

Mr.  Watson.  The  value  of  the  GSE  debt  gets  shared  between  the 
members  and  gets  passed  along  to  help  support  pricing  in  the 
mortgage  market.  And  I  think  it  would  be  hard  for  us  to  be  able 
to  divide  up  how  that  benefit  gets  shared. 

Mr.  Bentsen.  With  the  chairman's  indulgence,  I  will  just  finish 
up  with  this  question. 

It  is — if  it  is  fair  for  members  to  receive  a  return  on  equity  for 
being  part  of  the  system  and  in  return  for  that  they  receive  the 
benefit  of  the  implicit  guarantee,  is  it  fair  in  return  for  the  govern- 
ment and,  thus,  the  taxpayers  to  say  we  would  like  a  return  as 
well?  And  we  are  receiving  two  returns.  We  are  receiving  the  re- 
turn that  we  want  to  enhance  the  mortgage  market  and,  thus,  en- 
hance the  entire  real  estate  industry  as  it  relates  to  home  building, 
and  so  forth. 

In  addition,  we  want  to  help  pay  for  some  of  our  obligations;  and, 
in  addition,  we  would  like  to  take  some  money  back  and  reinvest 
that  at  a  lower  rate  or  at  a  lower  cost  and  through  the  Affordable 
Housing  Program. 

Mr.  Watson.  I  think  the  question  of  fairness  is  a  question  for 
your  body  to  decide.  What  I  can  say  from  a  financial  perspective 
is  that  each  time  you  add  a  different  constituency  with  specific 
needs  you  create  parameters  which  will  influence  the  operating 
performance  and  financial  dynamics  of  the  system.  So  you  may  cre- 
ate unintended  consequences  that  need  to  be  carefully  thought 
through. 

Mr.  Bentsen.  If  we  said  we  are  not  going  to  do  any  of  this  and 
the  members  can  just  go  out  and  create  their  own  cooperative  and 
we  would  allow  the  structure  and  the  law  to  do  that  if  necessary, 
in  fact,  the  pricing  would  be  greater.  That  would  affect  a  certain 
portion  of  the  mortgage  market  by  whatever,  whether  it  is  10  basis 
points  or  25  or  50  basis  points.  Would  that  have  a  significant  im- 
pact on  the  mortgage  market  or  on  the  real  estate  industry? 

Mr.  Watson.  I  don't — I  don't  have  a  view  on  that. 

Mr.  Stanton.  Congressman,  you  are  asking  a  very  important 
question  here.  A  friend  of  mine  at  the  Housing  Finance  Board  de- 
scribed the  home  loan  banks  as  functionally  the  equivalent  of  a 
captive  subsidiary,  finance  subsidiary,  that  would  have  access  to 
agency  credit. 

But,  in  contrast  to  Fannie  Mae,  when  it  pulls  a  mortgage  into  its 
portfolio  and  uses  agency  credit,  it  only  has  one  return  on  equitv 
to  worry  about.  That  is  its  own  shareholders.  What  happens  with 
the  Home  Loan  Bank  System  because  of  their  distinctive  structure 
is  that  you  need  returns  on  equity  for  that  single  mortgage  at  two 
different  levels,  both  at  the  savings  and  loan  or  bank  level  to  those 
owners  and  also  at  the  Home  Loan  Bank  System  level.  And  so  that 
really  creates  a  relative  disadvantage  in  terms  of  the  capacity  of 
the  home  loan  banks  to  take  that  agency  credit  and  really  translate 
it  directly  into  support  for  that  mortgage. 

Mr.  Bentsen.  Thank  you. 

Thank  you,  Mr.  Chairman. 
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Chairman  Baker.  Mrs.  Kelly,  did  you  have  a  question? 

Mrs.  Kelly.  Thank  you,  Mr.  Chairman. 

My  question  basically  revolves  around — I  would  like  to,  first  of 
all,  reserve  my  right  to  put  one  concern  that  I  have  from  what  I 
am  learning  in  these  hearings,  just  put  that  in  the  record  of  the 
hearings. 

Chairman  Baker.  Certainly. 

Mrs.  Kelly.  But  I  have  a  question  for  Mr.  Stanton. 

I  think  it  is  very  appropriate  at  this  juncture  to  start  thinking 
about  a  different  mission,  perhaps,  for  the  home  loan  banks.  And 
I  am  wondering  if  you  want  to — I  know  you  didn't  before  offer  any 
specifics.  It  seems  to  me  there  are  a  couple  out  there  that  it  is  pos- 
sible to  think  of;  education,  agriculture.  I  am  concerned  that  the 
smaller  people  be  afforded  a  position  of  liquidity.  And  I  think — I 
wonder  if  you  want  to  just  address  that. 

Mr.  Stanton.  I  guess  one  of  the  problems  is  at  this  stage  of  the 
cycle  of  American  financial  institutions,  that  we  have  a  whole 
bunch  of  other  players,  a  lot  of  them  using  Federal  agency  credit 
that  are  already  there. 

I  had  mentioned  earlier  the  possibility  of  the  home  loan  banks 
providing  long-term  advances  to  small  agricultural  lenders  and 
thought  that  might  be  promising.  The  Senate  is  now  talking  about 
expanding  Farmer  Mac's  charter,  giving  it  much  lower  capital  re- 
quirements. So  Farmer  Mac  will  take  that  job,  just  as  Fannie  Mae 
and  Freddie  Mac  have  really  taken  the  conforming  market  to  a 
large  extent. 

In  education,  we  have  Sallie  Mae.  And  the  analyses  there — which 
also  is  a  government-sponsored  enterprise.  And  the  analyses  there 
indicate  that  Sallie  Mae  has  pretty  well  performed  its  mission.  And 
both  the  Treasury  and  the  Congress  at  this  point  are  saving  it  is 
now  time  to  consider  full  privatization  of  Sallie  Mae;  and,  in  fact, 
Sallie  Mae's  management  has,  at  least  to  some  extent,  welcomed 
that  proposal. 

Mrs.  Kelly.  Do  you  want  to  go  on?  Since  you  have  obviously 
looked  at  those  two,  let's  push  on  and  look  forward,  see  if  there  is 
some  other  things  that  you  see  out  there  that  could  be  possible. 

Mr.  Stanton.  Let  me — ^yes.  Let  me  say  it  this  way,  though.  The 
real  problem  is  that,  in  today's  fluid  markets  what  we  do  when  we 
create  a  government-sponsored  enterprise  is  that  we  create  a  char- 
ter that  confines  it  to  a  specific,  narrow  purpose.  And  in  the  begin- 
ning, when  we  start,  that  narrow  purpose  is  a  really  important  one, 
as  it  was  with  the  home  loan  banks,  Fannie  Mae  and  Freddie  Mac, 
Sallie  Mae  and  so  forth.  And,  over  time,  the  markets  evolve.  They 
get  more  efficient.  They  start  to  work  around  that  legal  charter.  We 
saw  that  with  bank  cnarters,  which  are  the  same  way.  And  the 
public  purpose  is  inherent  in  that  definition. 

What  we  are  dealing  with  here — and  in  return,  incidentally,  for 
being  confined,  we  then  give  them  all  sorts  of  breaks.  The  nome 
loans  banks  are  exempt  from  Federal  income  taxes,  although  as  a 
friend  in  the  bank  system  said,  after  REFCORP  he  would  have 
rather  paid  Federal  income  taxes.  But  Sallie  Mae  and  Fannie  Mae, 
for  example,  don't  pay  D.C.  income  taxes.  Freddie  Mac  doesn't  pay 
Virginia  State  income  taxes.  So  we  give  them  all  sorts  of  advan- 
tages, plus  agency  status  credit. 
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What  we  are  doing  here  is  almost  the  reverse  engineering.  We 
are  desperately  looking  at  a  market  that  has  become  much  more 
efficient,  at  a  market  that  technologies  are  driving  in  really  pro- 
found ways,  and  we  are  saying  can  we,  in  this  very  fluid  context, 
find  a  new  function  for  this  institution. 

My  druthers  would  be,  in  the  context  of  privatization,  to  look  at 
the  home  loan  banks  and  to  use  a  several  year  transition  period — 
seven,  choose  a  number — and  give  the  home  loan  banks  an  oppor- 
tunity— choose  some  examples — to  provide  agency  status  funding 
for  privatization  of  Federal  functions. 

I  am  currently  working  on  a  project  for  the  Department  of  En- 
ergy relating  to  privatization  of  the  Naval  Petroleum  and  Oil  Shale 
Reserves,  miy  not  give  agency  status  funding  to  make  some  of  that 
privatization,  either  there  or  someplace  else,  work  better  but  also 
use  that  opportunity  to  give  the  banks  a  chance? 

What  we  also  have  is  a  problem  here  in  finding  a  role.  These  are 
lenders  that  don't  take  credit  risk.  It  is  hard  to  be  a  lender  who 
doesn't  know  how  to  take  credit  risk. 

But  use  that  transition  opportunity  to  give  them  experience,  give 
them  strategic  networks.  And  then  at  the  end  of  a  phase  where 
they  do  perform  a  mission  and  have  each  of  the  banks  maybe  do 
their  own  strategic  planning  process  in  this  regard,  say,  OK,  now 
it  is  time  to  step  out. 

Mrs.  Kelly.  Thank  you  very  much. 

Chairman  Baker.  Thank  you,  Mrs.  Kelly. 

Mr.  Watts. 

Mr.  Watts.  Thank  you,  Mr.  Chairman. 

Mr.  Stanton,  I  just  have  one  question.  I  was  reading  your  testi- 
mony, and  I  was  curious  if  you  could  elaborate  on  the  Federal 
Home  Loan  Bank  System  insurance  corporation  idea  you  men- 
tioned in  your  testimony. 

Mr.  Stanton.  Oh,  thank  you  very  much.  I  am  delighted,  because 
it  struck  me  that  that  was  possibly  a  resolution  to  a  real  difference 
that  exists  between  the  Treasury  Department  and  the  system. 

The  Treasury  says  we  need  to  build  up,  because  of  the  implicit 
government  guarantee  of  consolidated  obligations,  a  level  of  sys- 
tem-wide capital  that  we  know  isn't  going  to  run  away.  And  the 
Treasury  says  retain  earnings. 

The  system,  remembering  recent  history,  says,  yes,  you  want  us 
to  store  up  several  billion  dollars  and  then  we  sit  there  and  maybe 
somebody  is  going  to  take  it. 

Treasury  says,  trust  us.  I  am  not  sure  if  that  were  my  money 
that  I  would,  in  this  context. 

What  I  was  suggesting  was  that  we  look  at  the  Farm  Credit  Sys- 
tem which  has  a  Farm  Credit  System  Insurance  Corporation.  Xnd 
that  money  then  goes  into  a  fund  that  protects  not  only  taxpayers 
fi:*om  loss  on  consolidated  obligations  but  it  also  protects  sharehold- 
ers of  the  individual  banks.  It  will  be  a  cushion  for  them. 

And,  in  fact,  if  you  look  at  the  accountant's  reports  on  the  con- 
solidated estimates  of  the  Farm  Credit  System,  even  though  those 
assets  are  a  cushion  to  be  administered  by  the  government,  they 
appear  on  the  books  as  assets  of  the  Farm  Credit  System.  And  it 
would  be  very  hard,  I  think,  for  the  government  to  go  in  and  seize 
that  kind  of  money,  a  la  REFCORP,  if  everybody  understood  it  was 
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there  to  provide  protection  for  taxpayers  from  financial  risk.  So  it 
struck  me  that  would  be  an  option. 

It  is,  incidentally,  quite  different  from  the  Federal  Deposit  Insur- 
ance Corporation,  which  reallv  stands  behind  the  shareholders. 
This  one  would  protect  shareholders  as  well. 

Mr.  Watts.  Thank  you. 

Let  me  ask  you,  the  Treasury  and  GAO  support  consolidation  of 
the  Federal  home  loan  banks.  Do  vou  feel  that  there  is  a  need  for 
12  separate  Federal  home  loan  banks  or  should  the  banks  be 
consolidated? 

Mr.  Stanton.  The  experience,  again,  of  the  Farm  Credit  System 
is  instructive.  They  have  the  same  problem  of  relatively  high  costs. 
And  as  we  discussed  earlier,  the  problem  of  high  costs  is  that  you 
have  got  costs  at  two  levels.  In  order  to  fund  that  mortgage,  you 
got  costs  at  the  home  loan  bank  level  and  at  the  portfolio  lender 
level.  So  there  is  a  real  benefit  to  consolidation. 

What  the  Farm  Credit  System  did  was  simply  permit  the  banks 
to  consolidate  as  their  shareholders  voted,  and  economics  in  that 
case  was  a  real  driver  for  some  very  advantageous  consolidations. 

Mr.  Watts.  Thank  you,  Mr.  Stanton. 

Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Mr.  LoBiondo. 

Just  a  follow-up  on  that  point. 

You  allow  permissive  consolidations  between  two  or  more  district 
bank  operations.  Could  that  not  be  incentivized  by  some  common 
denominator  for  system  operations  set  in  place  by  the  regulator? 
An  enhanced  regulatory  role,  meaning,  for  example,  limiting  the 
amount  of  unsecured  investments  in  relation  to  system  advances. 

When  you  have  a  common  standard,  if  you  are  a  shareholder  in 
location  X — I  won't  prejudice  anybody — with  a  certain  level  of  divi- 
dends and  a  certain  level  of  investment  activity,  you  feel  com- 
fortable in  that  risk  and  you  are  an  investor  in  that  district  bank. 
Today,  you  are  put  at  risk  by  bank  Y,  who  doesn't  have  the  same 
limits  or  rules  of  operational  constraint;  and  their  debt  or  failure 
to  produce  a  profit  ultimately  affects  your  investment  because  of 
the  consolidated  obligations. 

Wouldn't  that  help,  by  having  some  unitary — if  you  don't  move 
to  a  holding  company  structure  or  all  the  way  to  privatization, 
wouldn't  that  be  a  first  step  to  allow  permissive  activities  with 
some  common  standard  put  in  place? 

Mr.  Stanton.  I  guess  the — to  my  mind,  the  most  useful  form  of 
such  a  common  standard  would  be  it  would  be  some  sort  of  a  level, 
a  boundary.  In  other  words,  the  Congress  would  say  the  investment 
portfolio,  going  back  to  pre-REFCORP  levels,  shall  not  exceed  X 
percent  of  advances,  something  to  that  effect,  and  then  let  the  indi- 
vidual institutions  as  they  merge  make  their  own  decision. 

But  I  think  here,  too,  we  are  watching  the  financial  system 
change.  We  have  banks  all  over  the  country  that  relate  to  other 
banks  all  over  the  country.  Consolidation  isn't  sort  of  the  difficult 
process  that  it  might  have  been  several  decades  ago.  I  think  banks 
are  ready,  as  long  as  they  trust  the  actual  players,  to  put  their 
money  at  some  distance  from  themselves. 

Chairman  Baker.  Thank  you  very  much.  I  don't  think  there  are 
other  questions.  I  appreciate  the  testimony  of  both  of  you,  and  I  am 
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sure  there  will  be  written  questions  to  follow  up  from  this  morn- 
ing's comment.  Thank  you  very  much. 

I  would  like  to  ask  the  members  of  our  second  panel  to  please 
come  forward  as  they  are  available. 

I  want  to  thank  each  of  the  participants  for  being  available  this 
morning.  We  certainly  look  forward  to  hearing  each  of  your  views. 
And  let  s  move  quickly  ahead. 

I  would  ask  our  first  witness,  Mr.  Barry  Crawford,  who  is  presi- 
dent and  CEO  of  Fidelity  Federal  Savings  Bank,  welcome;  and  we 
look  forward  to  your  comments,  sir. 

STATEMENT  OF  BARRY  D.  CRAWFORD,  PRESmENT  AND  CEO, 
FroELITY  FEDERAL  SAVINGS  BANK 

Mr.  Crawford.  Thank  you. 

Good  morning.  Congressman  Baker  and  other  distinguished 
Members  of  the  Subcommittee  on  Capital  Markets,  Securities  and 
Government-Sponsored  Enterprises.  My  name  is  Barry  Crawford, 
and  I  am  president  of  Fidelity  Federal  Savings  Bank.  We  are  lo- 
cated in  Richmond,  Virginia,  and  our  bank  has  approximately  $300 
million  in  assets  and  seven  retail  offices,  all  in  Richmond.  We  also 
have  about  115  employees,  and  I  think  you  could  describe  us  as  a 
fairly  typical  community  financial  institution. 

Fidelity  Federal  has  been  a  member  of  the  Federal  Home  Loan 
Bank  of  Atlanta  since  our  inception  10  years  ago.  We  are  a  manda- 
tory member,  but  if  membership  were  voluntary,  as  I  believe  it 
should  be,  our  bank  would  remain  a  member  because  we  value  our 
relationship  with  the  Atlanta  bank  and  are  an  active  user  of  many 
of  its  services.  Our  capital  stock  ownership  in  the  Atlanta  bank  is 
$2.5  million,  or  about  10  percent  of  our  capital. 

I  have  had  the  opportunity  to  observe  the  management  of  the  At- 
lanta bank  as  a  member  of  its  board  of  directors  and  as  chairman 
of  the  directors'  Finance  Committee,  and  I  believe  the  bank  to  be 
very  well  managed.  The  bank's  financial  management  policies  are 
conservative  and  even  more  restrictive  than  those  prescribed  for 
the  system  as  a  whole. 

Speaking  only  for  myself,  as  a  director  of  the  Atlanta  bank,  I  be- 
lieve the  bank  is  well  managed,  well  audited  and  well  regulated. 
However,  I  also  believe  the  Federal  Home  Loan  Bank  System 
would  be  more  effective  if  the  regulatory  and  government  functions 
were  separated,  permitting  market  forces  to  play  a  greater  role  in 
the  system's  development  and  evolution.  Regulators  regulate  better 
if  that  is  their  sole  responsibility. 

In  addition,  it  would  be  helpful  if  the  Federal  home  loan  bank 
stock  purchase  requirement  for  members  was  lowered.  The  stock  a 
member  must  purchase  reflects  a  net  built-in  cost  to  his  bank.  This 
cost  is  the  difference  between  any  dividend  he  receives  on  his  stock 
investment  and  the  alternative  income  the  member  must  forgo  in 
order  to  fund  that  stock  purchase.  The  larger  the  stock  purchase 
ownership  requirement,  the  bigger  the  built-in  cost  to  that  institu- 
tion. 

Accordingly,  the  Federal  home  loan  bank's  ability  to  pay  competi- 
tive dividends  is  very  important  and  should  not  impede  or  threaten 
or  be  threatened.  Nor  should  their  retained  earnings,  which  belong 
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to  the  members,  ever  face  a  possibility  of  a  government 
confiscation. 

As  explained  in  greater  detail  in  my  submitted  testimony,  I  do 
support  voluntary  membership.  As  part  of  the  transition  to  full  vol- 
untary membership,  it  would  seem  to  me  that  we  should  create  a 
permanent  or  semipermanent  capital  for  the  bank.  Approaches  to 
this  concept  might  vary  from  one  Federal  home  loan  bank  to  an- 
other, but  in  some  form  it  is  really  the  only  way  to  a  voluntary 
membership. 

The  Federal  home  loan  banks  have  an  important  mission;  and  in 
many  markets  or  economic  cycles  there  is  no  good  alternative  to 
the  funding  offered  by  the  Federal  home  loan  bank,  especially  for 
community  banks  like  my  bank.  At  Fidelity  Federal,  we  use  the 
Federal  home  loan  bank  advances  regularly,  both  for  liquidity  and 
to  match  fund  pricing  in  maturities  of  our  assets.  Both  are  impor- 
tant to  our  mortgage  and  community  lending  functions,  and  with- 
out the  availability  of  Federal  home  loan  bank  advances  we  would 
not  be  able  to  commit — to  continue  our  community  lending  at  its 
present  levels. 

Our  bank  has  also  been  a  satisfied  user  of  the  Federal  Home 
Loan  Bank  Community  Investment  Program  and  the  Affordable 
Housing  Program.  In  my  opinion,  these  two  popular  programs  are 
among  the  most  effective  of  their  tvpe  in  the  country  today  and  the 
Federal  home  loan  banks  should  be  commended  for  making  them 
available.  They  stimulate  housing  activity  in  the  low-income  sec- 
tors of  our  economy. 

I  also  presently  see  no  reason  why  consolidation  of  any  of  the 
Federal  home  loan  banks  would  be  desirable.  I  do  believe  it  would 
be  wise  to  make  such  a  step  possible  in  case  some  unforeseen  con- 
tingencies should  develop  in  the  future.  In  such  case,  it  should  be 
the  stockholders  and  the  board  of  directors  of  the  affected  banks 
that  decide  to  seek  the  consolidation.  Legitimate  market  forces 
should  be  the  primary  determination  of  such  action. 

My  final  comment  today  is  that  Federal  Home  Loan  Bank  Sys- 
tems make  a  wonderful  contribution  to  homeownership  and 
consumer  finance,  but  it  does  need  some  modernization,  and  I 
would  encourage  that  to  happen.  And  thank  you  for  the  oppor- 
tunity to  participate  here  this  morning. 

[The  prepared  statement  of  Mr.  Barry  D.  Crawford  can  be  found 
on  page  276  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Crawford. 

Our  next  panelist  is  the  executive  vice  president  of  PNC  Bank 
Corp.  Welcome,  Mr.  Joe  Irwin.  Thank  you,  Mr.  Irwin. 

STATEMENT  OF  JOE  R.  IRWIN,  EXECUTIVE  VICE  PRESIDENT 
AND  CHIEF  INVESTMENT  OFFICER,  PNC  BANK  CORP. 

Mr.  Irwin.  Mr.  Chairman,  I  am  Joe  Irwin.  I  am  executive  vice 
president 

Chairman  Baker.  If  you  would,  pull  the  mike  close  to  you.  We 
can  hear  you  better. 

Mr.  Irwin.  Glad  to. 

Chairman  Baker.  Thank  you. 

Mr.  Irwin.  I  was,  at  one  time.  President  of  Pittsburgh  National 
Bank;  but  since  the  consolidation  within  PNC,  I  am  now  executive 
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vice  president  and  chief  investment  officer  of  PNC  Bank  Corp.  And 
thank  you  for  the  opportunity  to  be  here  this  morning. 

PNC  Bank  Corp.,  is  a  $62  billion  bank  headquartered  in  Pitts- 
burgh, Pennsylvania.  Partially  through  mergers  and  partially 
through  our  own  initiatives,  we  are  currently  members  of  the  Pitts- 
burgh, Cincinnati,  Boston  and  San  Francisco  Federal  Home  Loan 
Banks. 

PNC  Bank,  N.A.,  which  is  our  Pennsylvania  affiliate,  and  PNC 
Bank,  Ohio,  joined  the  Federal  home  loan  bank  in  1993  for  the  sole 
purpose  of  diversifying  our  sources  of  purchase  funds.  We  do  not 
use  any  Federal  home  loan  bank  as  a  permanent  source  of  funding. 

As  a  large  regional  bank,  we  analyze  many  different  sources  of 
funds  and  will  normally  borrow  money  to  fund  our  assets  from  the 
least  expensive  source  which  meets  our  maturity  and  dollar  re- 
quirements. Our  outstandings  from  all — from  the  four  home  loan 
banks  of  which  we  are  members  totaled  $1.8  billion  as  of  June  30. 
Today,  that  number  is  $2.4  billion. 

If  there  were  no  Federal  Home  Loan  Bank  System,  we  would  use 
such  sources  of  funds  as  certificates  of  deposit,  bank  notes,  com- 
mercial paper,  medium-term  notes,  commercial  bank  borrowings. 
Fed  funds,  repurchase  agreements,  and  so  forth,  in  order  to  raise 
that  $2.4  billion.  While,  as  you  can  see,  we  are  an  active  partici- 
pant in  the  Federal  Home  Loan  Bank  System  and  believe  it  is  ad- 
vantageous to  PNC  Bank,  we  do  have  available  to  us  significant  al- 
ternative sources  of  funds  if  there  were  no  Federal  home  loan  bank. 

We  use  the  home  loan  bank  as  a  dependable  source  of  liquidity, 
and  we  attach  a  great  deal  of  value  to  that  liquidity.  Liquidity 
alone,  however,  does  not  necessarily  enable  member  institutions  to 
hold  longer-term  assets.  As  we  have  seen  over  the  past  15  years, 
interest  rate  volatility  has  been  substantial,  and  liquidity  does  not 
protect  an  institution  from  volatile  interest  rates.  Interest  rate  risk 
is  dependent  on  an  institution's  total  balance  sheet  and  composi- 
tion of  all  of  its  assets  and  all  of  its  liabilities. 

The  Home  Loan  Bank  System  provides  other  assistance  to  PNC 
Bank  through  funding  various  CHA  activities.  We  have  used  the 
home  loan  system  to  assist  us  in  accomplishing  our  CRA  objectives, 
and  I  should  note  that  all  of  PNC  Banks  have  outstanding  CRA 
ratings  by  the  Comptroller  of  the  Currency. 

I  have  no  experience  with  the  Federal  Home  Loan  Bank  System 
for  traditional  correspondent  banking  services,  because  we  do  not 
use  the  home  loan  bank  for  those  services.  I  do  wonder,  though, 
why  a  government-sponsored  enterprise  offers  services  that  are 
readily  available  in  the  private  sector. 

PNC  Bank  evaluates  its  investment  in  the  Home  Loan  Bank  Sys- 
tem annually.  We  would  become  concerned  about  our  investment  in 
the  home  loan  banks  if  the  marketplace  increased  the  spread  on 
home  loan  bank  borrowings  over  Treasury  securities  so  that  the 
home  loan  bank  could  not  provide  us  with  funds  at  competitive 
rates. 

While  not  insignificant,  the  dividend  yield  we  receive  is  part  of 
the  overall  analysis  which  we  perform  to  determine  whether  or  not 
our  home  loan  bank  membership  is  worthwhile.  The  decision  to  join 
the  home  loan  bank  of  Pittsburgh  and  Cincinnati  was  made  in  an- 
ticipation of  borrowing,  not  for  the  dividend  yield. 


56 

PNC  Bank  does  not  currently  participate  in  the  governance  of 
the  home  loan  banks.  If  PNC  Bank  continues  to  receive  the  same 
benefits  as  from  our  regional  Federal  home  loan  bank  member- 
ships, that  is,  low  cost  of  borrowings,  dividend  yield,  liquidity  and 
CRA  support,  we  would  be  indifferent  to  owning  stock  in  a  national 
Federal  home  loan  bank. 

Thank  you,  sir. 

[The  prepared  statement  of  Mr.  Joseph  R.  Irwin  can  be  found  on 
page  283  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr,  Irwin. 

Our  next  witness  is  Mr.  Charles  Rinehart,  Chairman  and  CEO 
of  Home  Savings  of  America.  Welcome,  Mr.  Rinehart. 

STATEMENT  OF  CHARLES  R.  RINEHART,  CHAIRMAN  AND  CEO, 
HOME  SAVINGS  OF  AMERICA 

Mr.  Rinehart.  Thank  you.  Mr.  Chairman  and  members  of  the 
subcommittee,  I  appreciate  the  opportunity  to  testify  today  at  these 
oversight  hearings  on  the  Federal  Home  Loan  Bank  System. 

My  name  is  Charles  Rinehart.  I  am  chairman  and  chief  executive 
officer  of  Home  Savings  of  America.  We  are  the  Nation's  largest 
thrift,  with  more  than  $50  billion  in  assets.  We  are  also  the  largest 
single  investor  in  the  Federal  Home  Loan  Bank  System,  with  more 
than  $400  million  of  capital  at  risk.  It  is  from  that  perspective  that 
I  would  like  to  share  with  you  our  concerns  over  the  future  direc- 
tion of  the  system. 

Mr.  Chairman,  we  strongly  support  your  efforts  to  reform  and 
modernize  the  Federal  Home  Loan  Bank  System.  We  especially  ap- 
preciate the  provisions  in  your  bill  on  voluntary  membership  and 
lower  stock  purchase  requirements. 

I  would  like  to  start  my  testimony  by  drawing  from  recent  his- 
tory. The  FSLIC  debacle  of  the  1980's,  which  we  would  all  like  to 
forget,  has  some  lessons  that  we  could  well  repeat  with  the  Federal 
Home  Loan  Bank  System  if  we  are  not  careful.  The  basic  cause  was 
that  the  government  established  a  policy  which  essentially  allowed 
selected  S&L  owners  with  little  or  no  personal  stake  in  their  own 
institutions  to  gamble  with  other  people's  money.  Such  gambles 
were  particularly  high  risk,  and  the  resultant  losses  were  predict- 
able. 

Now  let's  talk  about  the  Federal  Home  Loan  Bank  System,  and 
I  think  you  will  see  a  striking  parallel. 

The  current  system  consists  of  12  separate  banks.  These  banks 
are  jointly  and  severally  liable  under  present  legislation,  which 
means  that  the  failure  of  any  of  these  entities  shall  result  in  a  loss 
of  capital  by  the  members  of  all  the  remaining  banks. 

Each  bank  has  its  own  board  of  directors  consisting  of  14  mem- 
bers. Six  of  those  members  are  appointed  by  the  Federal  Housing 
Finance  Board  and  have  no  investment  in  the  bank.  This  means 
policy  can  be  enacted  without  having  the  concurrence  of  a  majority 
of  the  directors  who  actually  have  a  stake  in  the  system. 

As  I  said  previously,  we  are  the  largest  investor  in  the  entire  sys- 
tem. Yet  despite  our  $400  million  of  capital  being  at  risk  to  the 
misadventures  of  any  of  the  other  banks,  we  have  minimal  knowl- 
edge and  absolutely  no  influence  on  their  practices.  Even  within 
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our  own  bank  the  archaic  voting  practices  give  us  less  than  our 
proportionate  share  of  the  votes  in  electing  directors. 

Our  membership  status  in  the  system  is  mandatory.  This  means 
that  even  were  we  aware  of  unsafe  practices  by  another  bank  in 
the  svstem  we  would  not  have  the  opportunity  oi  removing  our  cap- 
ital from  harm's  way.  This  removes  a  major  check  and  balance 
from  ensuring  sound  investment  practices  which  we  feel  is  critical 
during  this  time  when  many  banks  are  now  investing  in  complex 
arbitrage  activities. 

The  system  by  every  measure  has  too  much  capital.  Initially,  this 
might  seem  like  protection  but  really  that  is  only  an  illusion.  The 
reality  is  that  too  much  capital  puts  pressure  on  the  bank  presi- 
dents to  increase  their  earnings  in  order  to  make  satisfactory  re- 
turns for  their  members  on  all  that  extra  capital.  This  can  cause 
banks  to  seek  assets  outside  the  traditional  assets  of  the  system. 
A^ain,  as  we  saw  in  the  FSLIC  situation,  when  this  occurred  disas- 
ter wasn't  far  behind. 

The  system  is  additionally  burdened  with  a  fixed  REFCORP  tax 
of  $300  million  a  year  and  Affordable  Housing  Program  tax  of  $100 
million  per  year.  Neither  of  these  taxes  are  endemic  to  the  basic 
business  of  the  banks  and,  consequently,  they  place  further  pres- 
sure on  each  bank  to  earn  more  income  to  pay  for  these  taxes. 

In  summary,  we  have  a  system  that  has  incentive  to  take  risks, 
governed  by  12  separate  entities  and  not  accountable  to  the  people 
who  have  the  major  amounts  of  money  at  risk.  It  is  a  train  wreck 
waiting  to  happen. 

That  is  not  the  whole  story.  The  nature  of  the  formula  for  the 
REFCORP  tax  has  another  insidious  effect.  Because  it  is  not 
spread  evenly  throughout  the  system,  it  creates  mistrust  and 
intramurals  within  the  system.  Most  recently,  it  led  to  a  decision 
by  the  Federal  Housing  Finance  Board  to  ban  a  practice  of  using 
a  common  financial  instrument,  repos,  out  of  concern  it  was  distort- 
ing the  REFCORP  result.  Yet  without  that  product  the  system  is 
not  always  competitive  with  outside  sources  and,  therefore,  loses 
the  business  altogether.  Thus,  the  effect  is  to  limit  the  system's  in- 
tended use  to  its  members  while  depriving  it  of  traditional  assets 
and  profits. 

So  what  should  be  done? 

First,  there  should  be  one  single  bank  with  election  of  directors 
based  on  share  ownership.  This  system  ensures  those  with  the 
money  at  risk  have  oversight  of  the  investment  decisions. 

Second,  membership  should  be  voluntary.  This  allows  any  mem- 
ber who  feels  the  investment  strategy  of  the  bank  is  inconsistent 
with  its  own  safety  and  soundness  standards  to  withdraw  its  funds 
and  therefore  protect  its  shareholders,  its  depositors  and  the 
present  deposit  insurance  fund. 

As  an  aside,  it  is  both  ironic  and  contradictory  that  the  Federal 
Home  Loan  Bank  System  is  viewed  as  such  a  nuge  benefit  to  its 
members  that  the  government  can  continuously  add  more  and  more 
burdens  and  yet,  at  the  same  time,  it  is  necessary  to  make  mem- 
bership mandatory. 

Third,  the  capital  requirements  should  be  brought  to  levels  con- 
sistent with  the  other  GSEs  engaged  in  the  same  risk  profile  of 
business.  This  will  allow  the  banks  to  generate  reasonable  returns 
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from  their  traditional  businesses  and  remove  a  large  portion  of  the 
incentive  to  gamble. 

Fourth,  the  REFCORP  burden  should  be  removed  from  the  sys- 
tem. As  long  as  REFCORP  remains,  it  will  be  difficult  to  truly 
modernize  the  system  since  everything  will  be  overridden  by  the 
issue  of  who  pays. 

What  to  do  with  REFCORP?  Include  it  with  FICO  and  have  it 
shared  by  all  the  depository  institutions  since  it  is  all  the  same 
kind  of  cost  related  to  the  failure  of  the  deposit  system  and  has 
nothing  to  do  with  the  FHLB  system. 

Fifth,  the  Federal  Deposit  Insurance  Corporation  should  be  the 
safe^  and  soundness  regulator  of  the  system.  It  is  ultimately  the 
FDIC  funds  that  are  at  risk  since  it  would  be  the  sizable  S&L  cap- 
ital in  the  system  that  would  be  impaired  by  a  major  asset  miscue. 
This  ultimately  could  require  the  FDIC  to  step  up  to  the  depositors. 

Sixth,  the  bank  system  cannot  be  continuously  viewed  as  a  gov- 
ernment piggy  bank  to  fund  whatever  social  purpose  happens  to  be 
popular  with  its  oversight.  The  current  burden  on  the  system  al- 
ready exceeds  the  value  of  the  implied  government  guarantee.  In 
the  interest  of  time,  I  won't  go  into  the  math,  but  I  would  be  happy 
to  provide  details. 

Rather,  it  would  be  more  appropriate  to  just  impose  a  tax  equal 
to  the  value  of  the  implied  guarantee  to  fund  whatever  program 
the  government  wants.  The  advantage  to  the  membership  is  that 
the  cost  would  be  known  in  advance,  where  a  social  agenda  that 
involved  the  development  of  assets  outside  the  traditional  sector 
could  lead  to  credit  problems  many  times  greater. 

As  an  aside,  it  would  probably  make  sense  to  treat  all  GSEs  the 
same  with  respect  to  the  value  of  these  implied  guarantees. 

Mr.  Chairman,  I  appreciate  the  opportunity  to  provide  our  views 
on  the  Federal  Home  Loan  Bank  System.  We  would  be  pleased  to 
work  with  you  and  your  staff  to  strengthen  the  role  of  stockholder 
oversight  as  your  legislation  moves  forward. 

[The  prepared  statement  of  Mr.  Charles  R.  Rinehart  can  be 
found  on  page  286  in  the  appendix.] 

Chairman  Baker.  ThanK  you  very  much,  Mr.  Rinehart.  I  am 
sure  there  are  going  to  be  questions. 

Our  next  witness  is  Mr.  Charles  Smith,  Chairman,  President  and 
CEO  of  Granite  Bank.  Welcome,  Mr.  Chairman. 

Mr.  Smith.  Thank  you. 

Chairman  Baker.  If  you  would  pull  your  mike  closer. 

STATEMENT  OF  CHARLES  W.  SMITH,  CHAIRMAN,  PRESIDENT 
AND  CEO,  GRANITE  BANK 

Mr.  Smith.  Mr.  Chairman  and  members  of  the  subcommittee,  my 
name  is  Charles  Smith.  I  am  delighted  to  be  here. 

I  am  chairman  and  CEO  of  Granite  State  Bancshares,  Inc.,  a 
$335  million  bank  holding  company  headquartered  in  Keene,  New 
Hampshire,  and  also  president  of  its  principal  subsidiary,  a  com- 
mercial bank.  Granite  Bank.  I  would  like  to  note  since  January  of 
this  year  I  have  been  a  Director  of  the  Federal  Home  Loan  Bank 
of  Boston. 

I  am  very  honored  and  pleased  that  you  asked  me  to  testify  at 
these  oversight  hearings.  I  welcome  the  chance  this  morning  to  ex- 
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plain  the  importance  of  the  Home  Loan  Bank  of  Boston,  both  to 
Granite  Bank  and  to  the  communities  we  serve. 

Mr.  Chairman,  I  have  just  a  few  brief  comments  to  make  this 
morning.  I  submitted  to  the  subcommittee  a  longer  written  state- 
ment and  ask  that  it  be  included  in  its  entirety  in  the  record. 

Granite  Bank  is  a  well-capitalized  banking  franchise,  firmly  root- 
ed in  the  growing  market  of  southern  New  Hampshire.  This  year, 
we  are  celebrating  our  100th  anniversary  and  a  century-old  tradi- 
tion of  service  to  tne  community. 

Granite  Bank  is  a  quintessential  community-oriented  bank.  We 
dedicate  our  total  efforts  to  serving  as  community  bankers.  This 
tradition  is  our  greatest  source  of  strength  and  the  backbone  of  our 
existence. 

Mr.  Chairman,  I  have  more  than  27  years  experience  in  the  com- 
mercial and  savings  bank  industries,  including  13  years  at  Granite 
Bank.  Based  on  my  service,  I  can  state  unequivocally  that  member- 
ship in  the  home  loan  bank  is  one  of  the  best  investments  a  com- 
munity-oriented bank  can  make. 

The  reason  is  simple:  The  home  loan  bank  provides  ready  access 
to  low-cost  funds,  along  with  other  products  and  services  that  facili- 
tate the  financial  management  and  lending  activities  of  the  typical 
community  commercial  bank.  Investing  in  a  home  loan  bank  is  sim- 
ply a  good  business  decision. 

Granite  Bank  has  been  a  shareholder  of  the  Home  Loan  Bank  of 
Boston  since  1981,  and  today  we  own  $3.2  million  in  Home  Loan 
Bank  of  Boston  capital  stock.  Let  me  summarize  why  I  consider  the 
investment  one  of  our  most  valuable  assets. 

The  home  loan  bank  is  far  and  away  our  preferred  source  of 
short-  and  long-term  wholesale  funds.  These  fimds  are  valuable  to 
us  in  maintaining  a  closely  matched  asset  and  liability  position. 
Those  funds  also  allow  us  to  invest  in  loans  that  satisfy  the  unique 
characteristics  of  the  communities  we  serve  in  New  Hampshire. 

The  home  loan  bank  serves  as  a  ready  source  of  liquidity.  What 
that  means  to  us  in  our  communities  is  that  we  can  maintain  con- 
sistent investment  in  lending  strategies  throughout  an  entire  busi- 
ness cycle.  Simply  put,  without  the  home  loan  bank.  Granite  Bank 
would  manage  its  balance  sheet  differently  than  it  does  today. 

As  a  financial  institution  manager,  I  find  a  lot  of  comfort  in  that 
the  home  loan  bank  is  always  there  for  me  as  a  source  of  funds. 
Banking  is  a  cyclical  business,  and  the  Home  Loan  Bank  of  Boston 
has  been  an  available  resource  for  us  through  a  variety  of  economic 
phases  since  1981.  There  are,  of  course,  times  when  supplemental 
funding  may  not  be  needed,  but  when  credit  is  squeezed  and  fund- 
ing is  hard  to  come  by,  our  home  loan  bank  provides  a  measure  of 
stability  so  that  we  can  maintain  our  business  strategy. 

We  consider  the  home  loan  bank's  special  credit  programs  for  af- 
fordable housing  especially  valuable. 

Granite  Bank  has  used  both  the  Affordable  Housing  Program 
and  the  Community  Investment  Program  to  help  fund  much- 
needed  housing  for  low  and  moderate  income  families  in  Marl- 
borough and  Portsmouth,  New  Hampshire.  For  example,  four  dete- 
riorating buildings  in  Marlborough  have  been  rehabilitated  to 
provide  a  total  of  12  affordable  rental  units,  including  six  homes  for 
very  low-income  households  and  another  six  units  for  low-income 
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families.  Below-market,  long-term  financing  was  absolutely  vital  to 
the  affordability  of  these  homes. 

Our  correspondent  relationship  with  home  loan  bank  is  ex- 
tremely valuable  to  us  because  it  provides  necessary  services  that 
we  would  otherwise  have  to  get  from  larger  institutions  that  com- 
pete with  us  directly  for  other  kinds  of  business.  We  use  the  Home 
Loan  Bank  of  Boston  as  our  primary  correspondent  for  custodial, 
cash  management,  safekeeping  and  deposit  services,  as  well  as  for 
technical  assistance.  It  is  very  important  to  us  that  we  can  consoli- 
date our  correspondent  services  with  the  home  loan  bank.  The  only 
alternative  would  be  to  give  this  business  to  our  competitors. 

The  value  of  the  home  loan  bank  as  a  technical  resource  for  its 
shareholders  also  should  not  be  underestimated.  The  dividend  re- 
ceived on  our  capital  stock  investment  in  the  home  loan  bank  is  at- 
tractive, especially  given  the  home  loan  bank's  low  risk  profile  and 
cooperative  nature.  The  dividend  is  further  enhanced  by  the  signifi- 
cant financial  return  from  having  access  to  home  loan  bank's  low 
cost  funding  and  other  products  and  services. 

Moreover,  between  the  bank's  conservative  management  philoso- 
phy and  its  long-standing  AAA  rating  from  the  national  rating 
agencies,  we  have  never  had  any  concern  about  the  carrying  value 
of  our  investment. 

As  you  can  tell,  we  hold  the  Home  Loan  Bank  of  Boston  in  high 
regard.  Indeed,  the  local  presence  of  the  home  loan  bank  in  New 
England  is  very  important  to  my  institutions  and  the  other  institu- 
tions in  our  district.  I  would  not  prefer  to  own  stock  in  a  national 
home  loan  bank. 

I  firmly  believe  that  if  a  home  loan  bank  were  not  head- 
quartered in  New  England,  there  would  be  far  fewer  financial  and 
nonfinancial  resources  available  to  the  region's  affordable  housing 
and  community  economic  development  initiatives.  Housing  in  gen- 
eral would  suffer.  With  its  regional  banks,  the  Home  Loan  Bank 
System  is  one  of  the  few  instruments  of  government  that  is  very 
close  to  its  communities  it  serves.  We  need  to  keep  it  that  way. 

Mr.  Chairman,  thank  you  again  for  this  opportunity.  I  would  be 
happy  to  answer  any  questions  about  Granite  Bank's  views  of  the 
Home  Loan  Bank  System.  Thank  you. 

[The  prepared  statement  of  Mr.  Charles  W.  Smith  can  be  found 
oh  page  290  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Smith. 

I  really  appreciate  the  testimony  of  all  witnesses,  and  I  will  have 
a  number  of  questions.  But  I  certainly  want  to  make  time  available 
quickly  to  Chairman  Leach  as  well  as  Mr.  Bentsen  because  of  their 
extreme  interest  in  this  matter, 

I  have  got  a  couple  of  things,  I  hate  to  call  it  housekeeping,  but 
let  me  ask  for  the  record  three  questions  for  all  of  you  to  respond 
to. 

The  capital  of  your  company  as  of  June  30,  1995,  just  as  a  stand- 
ard for  everybody.  The  total  amount  of  credit  that  you  would  feel 
comfortable  in  extending  to  a  single,  unsecured  counterparty  over- 
night. I  am  trying  to  get  a  private  sector  view.  And  the  total 
amount  of  credit  that  your  institution  would  extend  to  an  unse- 
cured, single  counterparty  for  longer  than  just  simple  overnight 
transactions. 


61 

And  we  are  trying  to  get  a  mix  here  of  what  free  enterprise,  nor- 
mally regulated  institutions,  involve  themselves  in  these  type  ac- 
tivities, as  opposed  to  the  bank  system  itself  in  these  activities. 

There  appears  to  be  in  the  testimony  this  morning  a  clear  divi- 
sion, which  is  not  problematic  but  I  think  reflects  the  market.  On 
the  one  hand,  Mr.  Irwin,  you  say  that  the  access  to  the  bank  win- 
dow for  your  purposes,  since  you  are  a  large  regional  institution, 
is  principally  limited  to  short-term  liquidity  needs  and  not  to  fund- 
ing long-term  debt.  Am  I  correct  in  hearing  you  say  that  for  long- 
term  debt  that  you  can  more  efficiently  acquire  those  funds 
through  other  sources  than  you  can  through  the  bank  system  and 
that  is  the  principal  economic  reason  for  that  decision? 

Mr.  Irwin.  That  is  correct. 

Chairman  Baker.  That  from  your  view,  much  of  your — or  let  me 
ask,  the  distribution  of  advances  as  between  liquiaity,  funding  in- 
vestments, funding  mortgage  or  community  lending,  is  there  any  of 
that  advance  use  for  the  other  two  categories  beyond  liquidity? 

Mr.  Irwin.  We  would  use — we  don't  really  differentiate  within 
our  organization.  You  know,  asset  allocation  gets  banks  such  as 
ours  in  trouble,  we  believe.  And  so  it  is  all  just  one  general  pool, 
Mr.  Chairman,  not  any  specific  liability  to  fund  a  specific  asset. 

Chairman  Baker.  From  your  perspective  in  understanding  four 
different  bank  operations — and  I  like  this  because  I  am  not  talking 
about  any  particular  bank — are  there  any  concerns  from  your  per- 
spective as  to  operational  costs  of  district  bank  operations?  Not, 
again,  alleging  any  specific  bank  to  be  engaged  in  irregular  activi- 
ties. 

For  instance,  numbers  of  staff  people  generally,  marketing,  credit 
collateral  in  relation  to  the  total  dollars  of  advances  or  numbers  of 
advances.  If  it  were  your  business  operation,  would  you  recommend 
consolidations  or  modifications  based  on  your  experience  at  your 
institution? 

Mr.  Irwesi.  We  find,  as  I  believe  I  stated  in  my  written  testi- 
mony, significant  differences  in  advance  rates  between  the  various 
home  loan  banks  that  we  are  members.  There  are  significant  dif- 
ferences in  the  dividend  yields.  We  do  not  have  knowledge  as  to 
whether  or  not  those  differences  are  the  result  of  the  cost  side  or 
of  their  borrowing  side. 

Chairman  Baker.  If  the  legislation  proposed,  providing  for  vol- 
untary membership  and  the  related  changes,  assuming  the 
REFCORP  reallocation  formula  is  adopted,  were  to  become  effec- 
tive and  you  had  the  ability  to  remain  in  the  system  or  the  ability 
to  leave,  can  you  say  personally  what  you  would  recommend,  if  you 
can't  speak  for  the  bank's  interest? 

Mr.  Irwin.  We  would  stay  in  the  system  as  long  as  the  access 
to  funds  didn't  change. 

Chairman  Baker.  But  is  it  not  the  case  that  you  can  provide — 
or  you  can  secure  sources  of  credit  from  private  sources  outside  the 
bank  system  more  economically? 

Mr.  Irwin.  From  time  to  time,  as  the  market  changes,  we  find 
that  there  are  alternative  sources  of  funds  that  are  often,  on  a 
daily  basis,  cheaper  than  the  home  loan  bank.  We  also  find  that 
on  some  days  it  is  much  cheaper  for  us  to  get  funds  from  the  home 
loan  bank,  and  in  that  case  we  do. 
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Chairman  Baker.  Mr.  Rinehart,  can  you  respond  to  that  same 
question?  In  the  event  the  proposed  bill  with  the  relatively  modest 
elements — at  least  from  your  perspective,  I  am  sure — ^that  are  con- 
tained in  it  were  to  become  law,  the  REFCORP  reallocation  re- 
solved and  membership  opportunity  was  voluntary,  would  you  rec- 
ommend your  institution  remain  a  member  or  would  you  seek  to 
remove  yourself  from  the  obligations? 

Mr.  Rinehart.  It  would  be  a  real  close  call.  The  issue  that  would 
still  be  paramount  in  our  minds  is  the  one  about  the  safety  of  our 
capital  at  risk.  And  not  knowing  what  11  other  banks  are  doing 
and  being  liable  for  whatever  they  are  doing  in  our  view  is  an  un- 
acceptable risk.  So  in  all  likelihood,  unless  something  is  done  about 
that  issue  under  a  voluntary  system,  we  would  probably  withdraw. 

Chairman  Baker.  So  unless  there  was  a  way  to  limit  your  expo- 
sure to  other  district  bank  operations,  either  by  separating  the  in- 
dividual banks  or  by  some  uniform  national  policy,  either  set  by 
the  regulator  or  by  legislation,  your  recommendation  to  your  share- 
holders would  be  there  is  too  much  liability  for  the  benefits 
received? 

Mr.  Rinehart.  That  is  correct.  The  other  option  would  be  to  sep- 
arate each  of  the  12  banks  and  have  each  stand  on  its  own  merits. 
Even  there,  we  would  still  be  interested  in  the  voting  practices  of 
the  banks  changing,  though,  in  terms  of  how  the  stock  is  voted,  so 
there  would  not  be  limitations  on  the  larger  entities. 

Chairman  Baker.  I  will  be  back.  I  just  want  to  yield  time  to  Mr. 
Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Let  me  start  with  Mr.  Irwin.  I  am  reading  your  response  to  the 
questions  that  the  chairman  had  sent  to  you.  You  talked  about  sort 
of  your  PNC's  viewpoint  of  the  bank  system,  and  you  use  it  when 
it  is  worthwhile  and  when  it  is  not  worthwhile.  Let's  talk — when 
it  is  competitive  and  not  competitive,  rather. 

Let's  talk  a  little  bit  about  the  dividends.  You  say  the  divi- 
dends— obviously,  PNC,  because  of  your  vast  mortgage  operations 
are  spread  throughout  a  number  of  the  banks,  it  appears.  The  divi- 
dends vary  from  bank  to  bank,  but  it  is  not — it  is  not  the  main  fac- 
tor that  you  decide  as  to  whether  or  not  you  use  the  bank  system. 

Mr.  Irwin.  Correct. 

Mr.  Bentsen.  You  mentioned  that  in  the  case  of  the  Pittsburgh 
Bank  System  that  it  has  the  highest  dividend  yield  and  the  lowest 
borrowing  cost.  Why  would  that  vary,  say,  from  the  Dallas  Bank 
or  the  San  Francisco  Bank? 

Mr.  Irwin.  Mr.  Bentsen,  I  really  don't  know.  I  am  sorry  I  can't 
answer  that  question  to  you.  But,  in  our  experience,  the  four  banks 
that  we  are  members  of — San  Francisco,  Boston,  Cincinnati  and 
Pittsburgh — we  have  found  that  we  use  the  Pittsburgh  home  loan 
bank  to  a  much  greater  extent  than  the  other  home  loan  banks. 

Mr.  Bentsen.  Would  the  fact  that  you  are  getting  a  higher  divi- 
dend or  lower  yield,  lower  cost  of  money,  play  a  role  in  that? 

Mr.  Irwin.  The  fact  is  that  we  are  getting  a  lower  cost  of  money, 
more  than  the  higher  dividend  yield. 

Mr.  Bentsen.  Does  the  fact  that — I  mean,  you  talked  in  a  pre- 
vious question  about  the  concern  of  changing  the  spread  of  system 
money  over  Treasury's  increasing  that  spread.  I  grew  up  learning 
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about  mob  spreads,  which  goes  the  other  direction,  so  I  am  having 
to  learn  the  taxable  side. 

But  if  that  spread  gets  too  great,  that  will  basically  price  you  out 
of  the  system.  There  is  no  reason  to  use  it.  You  can  go  to  the  con- 
ventional market  or  some  other  market.  And  the  dividend  you  say 
is  somewhat  insignificant — ^not  insignificant,  but  it  is  not  a  major 
factor,  I  guess. 

Mr.  Irwin.  Correct. 

Mr.  Bentsen.  And  I  would  like  to  bring  Mr.  Crawford  into  this, 
also.  If  I  understand  how  the  system  works,  you  are  getting  money 
at  a  price  over  Treasury's  that  beats  the  conventional  market  be- 
cause of  the  implicit  guarantee,  and  you  are  additionally  getting  a 
dividend.  Don't  you  or  can't  you  make  up  your  cost  of  being  part 
of  the  system  by  the  spread  that  you  make  off  of  the  money  that 
you  are  getting  that  is  below  market  money,  if  it  is  competitive? 
I  mean,  you  are  buying  it  now.  You  are  buying  that  money  effec- 
tively if  it  is  competitive  compared  to  the  other  markets  that  are 
available.  But  there  is  not  enough  spread  there  to  make  up  for  it 
and,  therefore,  you  need  the  dividend  on  top  to  cover  your  cost  of 
investment? 

Mr.  Irwin.  Well,  if  we  didn't — in  PNC  Bank's  case,  if  we  didn't 
have  a  dividend  and  we  have  invested  something  slightly  in  excess 
of  $200  million  in  our  equity  position  in  the  home  loan  bank,  then 
that  cost  from  our  standpoint  would  increase.  So  that,  say,  we  had 
5  or  10  basis  points  less  on  the  borrowings  that  we  have,  that 
wouldn't  offset  that  cost  of  investing  $200  million  on  which  we 
would  get  essentially  no  return,  assuming  there  were  no  dividends 
at  all,  and  then  we  would  not  be  a  member  of  the  system.  Does 
that  help?  Did  I  explain  that? 

Mr.  Bentsen.  Yes,  it  does.  I  guess  the  question  is  then  we  are 
paying — we  are  paying — the  government  is  subsidizing  the  cost  of 
the  money  to  enhance  the  market,  and  we  are  subsidizing  it  in  two 
ways.  We  are  subsidizing  it  and  giving  it  to  you  at  a  spread  over 
Treasury's,  which  is  less  than  what  the  private  market  would  give 
it  to  you,  plus  we  are 

Mr.  Irwin.  From  time  to  time. 

Mr.  Bentsen.  From  time  to  time.  And  we  are  also  giving  you  a 
return  on  your  investment  in  the  system.  And  those  two  together 
make  it  worthwhile  for  you  to  participate  in  the  system. 

Let  me  ask  you,  and  any  of  you  all,  the  same  question  I  have 
asked  the  previous  panel.  If  we  didn't  have  this  system — two  ques- 
tions. One,  if  we  didn't  have  this  system,  would  a  large  sector  of 
the  market  be  affected  by  this  or  the  mortgage  market  be  affected 
by  this?  Does  it  provide  a  service  to  the  mortgage  market  that  is 
not  met  by  any  other  market?  And,  if  so,  what  would  be  the  cost 
differential? 

Mr.  Irwin.  From  PNC  Bank's  standpoint,  if  the  Home  Loan  Bank 
System  did  not  exist,  we  were  not  members  of  the  Home  Loan 
Bank  System  before  1993,  we  would  go  back  to  the  way  we  were 
before  1993.  I  think  that  for  some  of  my  smaller  compatriots  that 
would  not  be  the  same  situation,  but  I  don't  mean  to  answer  for 
them.  But  from  PNC's  standpoint,  we  have  no  difference. 
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Mr,  Bentsen.  And  I  would  be  glad  to  hear  your  response,  but 
what — I  mean,  for  you  it  is  hard  to  quantify  then  what  the  costs 
would  be  if  the  bank  system — because  the  cost  is  volatile. 

Mr.  Irwin.  That  is  correct. 

Mr.  Bentsen.  Mr.  Smith. 

Mr.  Smith.  I  was  just  going  to  say  that  we,  as  a  small  commu- 
nity bank,  would  look  at  that  issue  entirely  differently.  Being  a 
small  bank,  we  don't  have  access  to  the  capital  markets  to  the 
same  degree  that  a  large  institution  would  have,  and  I  think  you 
can  probably  appreciate  that. 

So  if  we  can't  have  access  to  Federal  home  loan  bank  advances, 
for  example,  that  means  that  when  money  got  a  little  tight,  as  we 
go  through  these  different  business  cycles,  what  traditionally  hap- 
pened 20,  25  years  ago  before  we  belonged  to  something  like  the 
Federal  home  loan  bank,  we  would  just  not  be  able  to  lend  at  that 
particular  point  until  we  built  up  our  liquidity  again.  Once  we  did 
that,  then  we  would  go  back  in  the  lending  market.  So  we  don't 
have  the  same  resources. 

So  I  guess  what  I  am  saying  is  the  Federal  home  loan  bank 
works  exceptionally  well,  in  my  opinion,  for  community  banks.  As 
you  start  to  get  into  larger  institutions  that  possibly  to  some  degree 
look  at  these  banks  as  competitors,  the  point  of  view  can  be  en- 
tirely different.  Thank  vou. 

Mr.  Bentsen.  So  witnout  the  liquidity  that  the  secondary  market 
provided  by  the  system  provides  you,  you  would  not  have  the  con- 
tinuity, you  wouldn't  be  able  to  maintain  the  continuity  in  lending? 

Mr.  Smith.  There  is  absolutely  no  question  about  that.  That  is 
an  absolute  fact.  We  would  be — we  would  be  limited  and  have  to 
restructure  our  balance  sheet  and  operate  the  bank  differently  than 
we  operate  it  today.  More  traditionally  like  we  did,  for  example,  20 
years  ago.  I  am  not  saying  that  means  we  would  go  out  of  business 
or  we  wouldn't  exist.  We  would  just  operate  our  business  dif- 
ferently. 

Mr.  Bentsen.  And  would  you — would  there  be  a  cost  factor  as 
well? 

Mr.  Smith.  A  cost  factor  in  the  sense  that 

Mr.  Bentsen.  In  the  pricing,  in  the  final  cost  analysis,  the  pric- 
ing of  mortgages. 

Mr.  Smith.  I  would  think  there  would  have  to  be  a  cost  factor 
to  that.  And,  ultimately,  it  would  come  down  in  probably  lower 
earnings  to  the  bank  and  so  forth. 

Mr.  Bentsen.  But  not  in  terms  of  a  cost  on  the  mortgage,  wheth- 
er it  is  7.85  or  8  percent  or  whatever? 

Mr.  Smith.  I  would  have  to  think  about  that  a  little  bit.  I  would 
think  there  would  probably  be  an  incurred  additional  cost  in  mort- 
gage financing.  Because  what  would  happen  if  I  didn't  have  access 
to  these  monies,  I  would  probably  have  to  pay  up  on  the  deposit 
side  or  pay  up  through  some  other  resources,  for  example,  borrow- 
ing from  corresponding  commercial  banks.  Ajid  if  I  have  to  pay  a 
higher  rate  for  those  funds,  I  would  have  to  tack  that  on  to  operate 
profitably  and  maintain  my  existing  capital  positions.  So  I  would 
think  absolutely  there  would  be  an  increase  in  costs.  It  would  be 
inevitable  there  would  be. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 
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Chairman  Baker.  I  want  to  welcome  again  the  chairman  of  the 
full  Banking  Committee,  Mr.  Leach,  to  the  hearing  this  morning. 
Certainly  appreciate  your  interest,  Mr.  Chairman. 

Mr,  Leach.  I  thank  you,  Mr,  Chairman.  And  let  me  say,  I  don't 
have  a  lot  of  questions  for  this  panel. 

All  of  us  look  at  this  Federal  Home  Loan  Bank  System  and  we 
see  a  number  of  things  that  have  gone  well,  that  we  admire,  that 
have  worked.  And  yet  one  of  the  great  questions  is  what  is  the  fu- 
ture? And  what  are  the  alternatives?  And  what  if  our  Congress 
moved  in  a  particular  kind  of  way,  what  ramifications  could  unfold? 

We  use  a  term  of  art  in  the  Federal  debt  markets  that  Federal 
borrowing  crowds  out  the  private  sector.  But  I  don't  know  of  any 
financial  institutional  arrangement  that  is  more  similar  to  a  Fed- 
eral borrower  than  a  government-sponsored  enterprise.  You  give 
the  system  privileges.  The  system  has  excellent  managers.  By  defi- 
nition, it  is  going  to  crowd  out  the  private  sector.  And  that  is  some- 
thing I  think  we  are  all  going  to  have  to  worry  about. 

And  then  there  are  some  extraordinary  circularities.  Mr.  Irwin 
gave  a  very  thoughtful  statement  from  his  bank's  perspective,  but 
I  suspect  that  the  Federal  Home  Loan  Bank  System  in  all  prob- 
ability holds  some  of  your  debt  on  an  overnight  basis.  And  it  could 
be  very  substantial. 

The  only  reason  I  raise  this  is  that  all  of  a  sudden  the  bank  sys- 
tem isn't  simply  lending  to  members  for  housing.  It  is  lending  to 
members  for  everything,  even  though  their  only  requirement  is 
that  they  have  a  given  percentage  of  their  funds  for  housing,  and 
then  the  members  themselves  lend  back  to  the  system. 

And  maybe  that  is  all  good — that  there  is  a  case  for  it  that  it  has 
a  very  healthy  aspect  for  American  finance.  On  the  other  hand,  it 
is  a  governmentalized  aspect  that  creates  symbiotic  ties  that  I 
think  are  particularly  good  for  the  most  active  participants  and 
competitively  unequal  for  the  least  involved  participants.  And  so 
there  is  an  aspect  of  competition  in  the  American  system  that  we 
might  want  to  review. 

In  my  view,  one  of  the  great  arguments  for  maintaining  the  bank 
system  is  we  have  established  two  GSEs  of  enormous  power,  and 
competition  between  them  may  not  be  enough.  And  so  the  bank 
system  themselves  creates  competition  with  the  other  GSEs,  that 
is,  creates  a  greater  level  of  price  options  for  those  who  want  to  use 
these  services.  But  even  there  we  end  up  getting  into  this  extraor- 
dinary world.  Because  of  one  GSE  you  create  another  GSE  and 
then  you  create  another  one.  And  so  where  does  it  end  and  where 
does  the  crowding  out  begin? 

And  so  I  think  great  care  has  to  be  taken  to  recognize  that  the 
overall  public  interest  can  never  be  defined  by  decentralized  boards 
of  directors.  The  advocacy  of  the  groups  that  are  coming  to  us 
today,  not  necessarily  this  panel,  is  to  have  the  board  of  each  bank 
hold  all  the  powers  of  decision.  But  the  vested  interest  of  that 
board  could  be  very  different  from  what  might  be  the  government's 
best  interest  or  the  whole  financial  system's  best  interest. 

And  I  would  like  to  ask  someone  like  Mr.  Irwin,  who  comes  from 
a  major  bank  that  uses  the  system  well,  does  he  see  that  as  a  prob- 
lem or  does  he  not? 


66 

Mr.  Irwin.  That  is  really  a  difficult  question  to  answer  on  the 
basis  that,  you  know,  we  are  looking  at  where  we  are  today.  The 
whole  system  is  so  intertwined,  as  you  have  pointed  out,  and  we 
have  the  farm  credit  as  part  of  GSEs,  we  have  Fannie  Mae,  we 
have  Freddie  Mac,  we  have  the  Home  Loan  Bank  System.  To  say 
that  we  should  do  away  with  all  of  those,  which  I  think  is  what 
you  are  asking  me,  or  could 

Mr.  Leach.  Not  exactly.  I  am  saying,  what  are  the  conflicts  and 
do  you  think  there  ought  to  be  restraints? 

Let  me  give  an  example.  I  represent  the  Midwest.  We  have  a 
farm  credit  system.  It  has  been  very  helpful  to  farmers  by  making 
certain  farm  loans.  It  is  taking  on  new  management  that  has  come 
from  the  banking  arena  that  is  first  class. 

And  what  is  the  first  thing  they  want  to  do?  They  want  to  ex- 
pand the  definition  of  farmer  to  include  anyone  who  lives  within 
a  few  miles  of  a  farm.  That  means  a  small  town.  So  they  want  to 
give  credit  to  everybody  in  these  small  towns. 

Well,  they  have  the  capacity  to  do  it.  They  are  excellently  man- 
aged. There  is  no  credit  risk  particularly  involved  other  than  stand- 
ard banking  credit.  But  they  have  the  power  of  the  U.S.  Grovern- 
ment  on  their  side  to  compete  against  the  rest  of  the  private  sector, 
and  suddenly  they  are  crowding  out  all  of  the  other  financial  insti- 
tutions. 

And  so  one  of  the  things  we  have  had  vis-a-vis  the  farm  credit 
system  is  a  counter  reaction  from  the  commercial  bankers  who  are 
saying,  if  you  give  the  farm  credit  system  more  powers,  we  are  not 
going  to  have  as  much  business. 

We  haven't  heard  that  yet  about  the  Federal  Home  Loan  Bank 
System.  That  analogy  has  yet  to  develop.  I  wonder  how  much  dis- 
cussion there  is  among  major  banks,  particularly  those  that  don't 
use  the  system.  But  I  am  confident  those  that  use  the  system  ex- 
tensively have  a  vested  interest  in  it.  Those  that  don't  use,  I  am 
not  so  sure. 

Mr.  Irwin.  Isn't  the  difference,  though,  you  know,  that  the  Home 
Loan  Bank  System  lends  to  commercial  banks  and  savings  and 
loans  as  opposed  to  farm  credit,  which  would  lend  directly  to  the 
same  customer? 

Mr.  Leach.  Well,  not  exactly.  I  mean,  the  farm  credit  system 
lends  to  co-ops  as  well  as,  tnrough  a  decentralized  system  of 
branches,  directly  to  the  farmer.  There  is  an  analogy  here,  yes,  that 
you,  to  some  degree,  serve  the  institutions. 

Mr.  Irwin.  We  find  in  Pittsburgh  that,  and  I  think  I  said  this 
in  my  written  testimony,  that  correspondent  banking  services  are 
provided  to  our  customers  by  the  Federal  Home  Loan  Bank  of 
Pittsburgh.  And  that  is  competition.  And  whether  that  is  good  com- 
petition or  fair  competition,  you  know,  that  is  not  my  area  of  exper- 
tise, Mr.  Leach,  so  I  really  can't,  of  course,  comment  on  that. 
Thank  you. 

Mr.  Leach.  Thank  you  very  much. 

Chairman  Baker.  Thank  you,  Mr.  Chairman. 

Mr.  Lazio. 

Mr.  Lazio.  Thank  the  chairman.  Grood  morning. 

I  am  wondering  if  I  could  just  address  a  couple  questions  gen- 
erally to  the  panel,  the  first  having  to  do  with  the  Affordable  Hous- 


67 

ing  ProCTam,  the  floor,  the  $100  million  floor.  And  I  am  wondering 
if  somebody  would  like  to  comment  on  the  value  of  that  floor,  in 
maintaining  the  integrity  of  the  floor  for  the  Affordable  Housing 
Program. 

Mr.  Irwin,  want  to 

Mr.  Irwin.  No,  I  do  not  know. 

Mr.  RiNEHART.  I  think  the  general  question  over  here  was  what 
was  specifically  the  question  you  were  asking? 

Mr.  Lazio.  The  question  is,  could  you  comment  on  the  value  of 
maintaining  the  floor,  the  $100  million  floor  on  affordable  housing 
through  the  Federal  home  loan  bank  system? 

Mr.  R04EHART.  I  mean,  in  my  view  the  value  to  the  bank  system 
is  minimal.  The  value  would  have  to  be  measured  as  its  social 
purpose. 

But  directly  within  the  system,  I  don't  see  where  it  has  any  di- 
rect value.  In  fact,  it  imposes  a  tax.  It  leads  to  some  of  the  invest- 
ments that  have  been  talked  about  earlier,  the  types  of  invest- 
ments that  have  gone  beyond  the  initial  intent  of  the  system  itself. 

Mr.  Lazio.  Could — ^you  are  characterizing  this  as  tax.  Could  you 
speak  to  what  type  of  drag  that  might  have  on  your  ability  to  maxi- 
mize? 

Mr.  RiNEHART.  Well,  let  me  put  it  this  way.  Every  time  you  load 
another  tax  on  the  system,  the  system  has  a  choice  of  either  re- 
turning a  lower  net  return  to  its  shareholders  or  trying  to  find  a 
way  to  generate  additional  income  to  compensate  for  that  tax. 

And  there  is  only  so  much  of  the  traditional  business  out  there. 
And  once  that  runs  through,  then  the  system  is  forced  to  seek  non- 
traditional  business  in  order  to  generate  the  income  to  compensate 
for  the  additional  taxes.  And  that  is  where  we  find  ourselves  in 
many  of  the  investments  that  Chairman  Leach  talked  about  in  his 
testimony  and  some  of  the  things  I  described  in  mine. 

Mr.  Smith.  You  know,  we  think  in  the  Boston  district,  the  mem- 
bers, the  member  banks  in  the  Boston  district,  that  we  would  like 
to  see  the  $100  million  affordable  housing  floor  be  maintained.  We 
would  not  like  to  see  that  reduced,  because  we  think  the  obvious 
would  happen.  If  it  was  reduced,  there  would  be  less  dollars  that 
would  go  into  affordable  housing.  So  we  concur  with  that  figure 
and  don't  see  any  particular  problem  with  that. 

Mr.  Lazio.  Is  that — I  mean,  would  it  be  fair  to  say  that  it  is  not 
bad  business  for  you  to  be  involved  in? 

Mr.  Smith.  It  is  fair  to  say  it  is  a  good  business  for  us  to  be  in- 
volved in.  And  I  think  that  is — at  least  in  my  case  and  I  think 
many  people  in  our  district  and  I  am  sure  throughout  the  whole 
system  would  say  that  affordable  housing  is  a  good,  quality  invest- 
ment on  behalf  of  the  banks  to  make,  and  they,  in  fact,  should  be 
making  them,  and  in  fact,  do  today. 

Mr.  Lazio.  And  you  think  without  the  floor  they  wouldn't  be 
made?  Those  investments  would  not  be  made  at  least  to  that 
extent? 

Mr.  Smith.  Well,  you  would  be  afraid  that  if  the  floor  was  a 
lower  amount,  that  all  of  a  sudden  a  higher  return  investment 
would  be  utilized  instead  of  putting  it  in  affordable  housing. 

Mr.  RiNEHART.  I  would  Just  like  to  make  one  more  quick  com- 
ment. We  are  the  largest  lender  in  the  State  of  California  in  the 
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affordable  housing  programs,  voluntarily,  in  all  the  low-income 
areas.  Home  Savings  is  the  single  largest  lender  in  the  State.  So 
we  have  no  difficulty  with  the  concept  of  making  loans  in  low- 
income  areas  and  making  loans  on  affordable  housing.  And,  in  fact, 
we  don't  find  that  in  the  voluntary  situation  it  is  a  problem,  be- 
cause we  do  it  already. 

So,  again,  for  maybe  two  reasons:  one,  that  we  don't  see  the 
need;  but,  second,  it  is  more  the  issue  of  what  it  does  to  the  Fed- 
eral Home  Loan  Bank  System,  not  a  question  of  whether  or  not  you 
are  in  favor  of  affordable  housing  or  not.  And  we  see  that  as  a  real 
issue.  Maybe  those  banks  that  don't  do  much  in  the  way  of  afford- 
able lending  on  a  voluntary  basis  would  see  it  as  more  important 
from  a  PR  standpoint,  but  we  don't  see  the  need. 

Mr.  Lazio.  Let  me  ask  one  last  question.  There  have  been  some 
observers  who  believe  that  the  30  percent — that  we  will  be  up 
against  the  30  percent  cap  of  advances  to  commercial  banks  in  the 
very  near  future,  next  few  years.  Do  you  think  that  we  ought  to 
retain  that  30  percent  cap?  Is  it  relevant  given  the  state  of  the  fi- 
nancial industries  today  and  in  the  foreseeable  future? 

Mr.  RiNEHART.  I  don't  think  you  can  look  at  these  as  individual 
issues. 

From  our  standpoint,  raising  the  30  percent  cap  without  doing 
anj^hing  else  is  just  going  to  encourage  more  entities  into  the  sys- 
tem, and  we  have  no  idea  what  the  credit  quality  is  going  to  be  of 
the  entities  or  what  kind  of  assets  the  banks  will  be  generating 
under  that  kind  of  system. 

If  we  were  in  a  voluntary  approach,  then  I  think  the  whole  issue 
comes  down  to  social  purpose.  If  we  want  the  banks  in  the  system, 
I  would  raise  the  cap  to  100  percent.  We  could  care  less  what  the 
cap  was  in  a  voluntary  system,  because  then  everybody  has  the 
right  to  stay  or  go  as  they  choose,  depending  on  the  risk  they  see 
in  the  system  itself  and  its  value  to  them.  At  that  point,  it  just  be- 
comes social  purpose  and  what  you  want  the  system  to  do. 

Mr.  Lazio.  Thank  you. 

Chairman  Baker.  Thank  you,  Mr.  Lazio. 

Mr.  Kanjorski,  welcome. 

Mr.  Kanjorski.  Thank  you  very  much,  Mr.  Chairman.  Please  ac- 
cept my  apology,  I  have  something  going  on  in  my  district  that  I 
had  to  attend  to  most  of  the  morning. 

Maybe  at  first,  if  I  may  start  off,  Mr.  Rinehart,  on  page  2  of  your 
testimony,  you  state  that  the  FHFB  banned  the  use  of  reverse 
repos.  In  fact,  did  the  FHFB  actually  ban  reverse  repos  or  did  it 
just  require  that  they  be  counted  as  advances  for  the  purpose  of 
calculating  REFCORP  payments  and  thus  that  they  actually  closed 
a  loophole?  Weren't  California  thrifts  gaming  the  system? 

Mr.  Rinehart.  Actually,  what  they  did  was  they  required  that 
capital  be  placed  against  them,  which  would  count  them  in  the 
REFCORP  formula. 

I  think  there  are  two  interesting  distinctions.  One  is  that  com- 
mercial banks  today  can  borrow  money  from  the  system  through 
the  same  approach,  without  having  any  requirements  of  capital.  So 
we  have  got  a  differentiation  that  suggests  to  me  it  was  more  from 
REFCORFs  standpoint  than  anything  else. 
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Second,  you  have  to  understand,  again,  the  point  I  tried  to  make 
was  that  it  creates  intermurals  that  ultimately  are  bad  for  the  sys- 
tem. What  happened  in  that  case — I  can  speak  for  our  bank  di- 
rectly. What  happened  in  that  case  previously,  when  the  repos 
were  allowed,  the  Federal  Home  Loan  Bank  System  was  the  more 
competitive  alternative,  and  we  used  it.  And,  as  a  result,  the  Fed- 
eral Home  Loan  Bank  System  made  money  on  our  advances. 

Mr.  Kanjorski.  But  California  was  the  one  that  wasn't  contrib- 
uting to  the  problem  and  paying  it  back.  So  you  fellows  out  there 
didn  t  quite  like  the  formula.  That  is  why  you  nave  been  pressuring 
the  Banking  Committee  to  change  that  formula. 

Mr.  RiNEHART.  I  mean,  I  think — I  don't  think  there  is  any  ques- 
tion the  formula  is  unfair.  But  the  real  issue  that  I  wanted  to  get 
to  was  that  what  it  did  was  it  removed  us  from  the  system  alto- 
gether. We  stopped  taking  advances  and  went  alternatively  to 
other  sources  for  the  money,  and  that  removed  profit  from  the  sys- 
tem itself  that  it  should  have  received,  and  it  was  a  traditional 
asset  it  would  have  had. 

So  that  is  my  point  on  what  happens  when  the  system  gets  into 
intermurals  over  this  whole  REFCORP  thing.  It  actually  robs  in- 
come from  the  system. 

Mr.  Kanjorski.  You  know  what  astounds  me  the  most,  Mr.  Rine- 
hart?  I  have  been  here  maybe  too  long,  11  years,  and  have  gone 
through  the  crisis  of  the  S&L  disaster.  And  rather  than  the  bank- 
ing or  the  financial  system  as  a  whole  starting  to  realize  that  they 
are  a  part  of  the  entire  economy,  they  are  right  back  into  one- 
upmanship,  who  can  get  the  best  deal,  who  can  get  something  into 
the  law  that  gives  them  some  advantage,  as  opposed  to  looking  at 
their  role  in  the  entire  financial  services  industry. 

And  particularly  California  seems  to  do  that.  You  know,  Califor- 
nia was  a  disaster  in  the  S&L  crisis.  And  when  we  looked  at  what 
happened  out  there,  we  found  that  in  most  States  people  were 
barred  from  doing  what  they  did.  They  probably  would  have  gone 
to  jail. 

I  remember  one  hearing  we  had  in  San  Francisco  where  the 
State  commissioner  who  issued  charters  for  the  State  of  California 
was  so  proud  of  the  fact  that  during  his  tenure  in  office  he  was  is- 
suing 200  new  charters  a  year.  That  is  nearly  one  a  day.  And  he 
was  so  proud  because  it  was  so  efficient  an  operation.  He  only  had 
nine  people  working  in  his  office.  And  he  was  putting  out — matter 
of  fact,  I  remember  his  testimony  was  this  was  an  economic  devel- 
opment tool  for  the  State  of  California  during  the  Reagan  Adminis- 
tration. And  it  ended  up  to  be  quite  an  economic  development  tool, 
because  the  rest  of  the  taxpayers  in  the  United  States  bailed 
out  the  thrift  industry,  and  a  large  portion  of  that  loss  was  in 
California. 

Why  is  it  that  your  individual  industry,  and  particularly  that 
portion  of  it  in  California,  can't  start  to  realize  that  we  were  very 
fortunate  that  we  didn't  crash  the  system  and  that  U.S.  taxpayers, 
through  the  Congress  and  the  President,  and  it  was  President 
Bush,  came  to  the  rescue? 

We  have  shored  it  up.  Now  we  are  in  good  times.  Why  can't  we 
be  talking  about  overall  policy  that  lays  the  way  for  the  future, 
that  we  can  get  America  started  and  well-financed,  small  busi- 
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nesses,  housing  ownership,  economic  development?  Why  aren't  we 
getting  those  type  of  requests  in  here  rather  than  trying  to  find  an- 
other way  to  game  the  system? 

Mr.  RiNEHART.  I  think  you  are.  We  have  long  argued,  and  I  never 
talked  to  you  directly  but  certainly  anybody  else  up  there  that  I 
have,  that  what  we  believe  makes  the  most  sense  on  financial  serv- 
ices broadly,  not  just  involved  with  savings  and  loans  and  banks, 
is  to  scrap  today's  whole  method  of  regulation  and  legislation  which 
leads  to  favoritism  of  certain  entities  in  certain  businesses.  It  made 
sense  historically,  back  when  insurance  companies  just  did  insur- 
ance and  investment  banks,  just  did  investment  banking  and  so  on. 

Mr.  Kanjorski.  Go  back  to  pre-1929  days? 

Mr.  RiNEHART.  No,  let's  say  back  pre-1970's.  But,  today,  every- 
body is  in  everybody  else's  business,  and  it  makes  no  sense  to  have 
a  mortgage  banker  who  makes  mortgages  operate  under  different 
regulations  than  does  a  Fannie  and  Freddie  who  makes  mortgages, 
than  does  a  savings  and  loan,  than  does  a  bank. 

And  what  we  have  said  all  along  is  the  right  answer  is  level 
playing  field.  Everybody  should  play  under  the  same  rules.  Because 
what  that  changes  if  we  do  that  is  it  is  going  to  have  everybody 
spending  their  time  back  here  lobbying  for  competitive  advantage. 
They  can  stay  home  and  build  one.  Aiid  the  value  of  that  is  that 
when  you  get  out  and  compete  in  the  foreign  markets,  lobbying  for 
competitive  advantage  doesn't  do  you  any  good,  and  at  that  stage 
it  has  got  to  be  what  you  built.  Therein  lies  the  problem. 

What  we  are  saying  with  this  system,  we  are  not  trying  to  game 
for  an  advantage.  All  we  are  saying  with  this  system  is,  hey,  look, 
we  have  got  the  biggest  amount  of  money  at  stake  in  this  system; 
and  we  are  trying  to  tell  you  we  think  this  system,  as  it  is  cur- 
rently constructed,  is  unsafe  and  unsound  because  there  is  no  over- 
sight directly  by  the  people  who  have  the  money  at  stake  in  the 
investments  of  the  rest  of  the  players. 

And  that  is  exactly  what  brought  down  the — created  the  prob- 
lems with  the  whole  S&L  debacle  the  last  time  around.  It  was  not 
the  healthy  S&Ls  that  were  here  that  created  the  problem.  It  was 
the  sick  S&Ls.  The  healthy  S&Ls  had  no  control  over  those  and  no 
ability  to  control  what  those  S&Ls,  those  other  S&Ls  were  doing. 
And  the  fact  that  there  was  not  sufficient  oversight  on  the  govern- 
ment insurance  fund  that  allowed  those  S&Ls  to  fail  is  what 
caused  the  problem  we  have  today. 

What  we  don't  want  to  see  is  that  happen  again  and  us  have  to 
pick  up  the  chips  one  more  time.  We  are  looking  at  writing  a  check 
for  somewhere  in  the  neighborhood  of  $300  to  $400  million  to  re- 
capitalize the  SAIF  for  a  problem  we  didn't  create  in  the  first  place. 
And  what  we  were  told,  what  we  have  been  told  many  times  by 
people  on  that  panel,  is  how  come  you  didn't  speak  up  when  all 
those  problems  were  out  there?  This  time  we  are  speaking  up. 

Mr.  Kanjorski.  Well,  I  don't  know,  we  just  had  an  amendment — 
I  don't  know  whether  it  passed  the  other  day — giving  some  special 
provision  for  State-licensed  S&Ls,  that  they  can  get  Federal  insur- 
ance but  they  wouldn't  be  under  Federal  regulation.  And  the  only 
thing  that  rang  in  my  head  is  here  we  go  again. 
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And  it  is  not  going  to — it  is  not  going  to  be  States  like  Pennsylva- 
nia that  are  conservative  or  Ohio  or  New  York.  It  is  going  to  be 
the  high-flying  wheeler-dealers  in  Texas  and  California  again. 

You  know,  why  aren't  you  in  here  telling  the  Congress,  then,  let's 
not  have  this  special  pricing  for  State-chartered  institutions?  I  am 
sort  of  tired 

Mr.  RiNEHART.  I  agree. 

Mr.  Kanjorski.  Of  people  saying,  look,  can  I  bail  out  of  this 
charter  and  get  this  charter  because  I  can  do  a  little  bit  better? 

It  just  seems  to  me  that  yearly  bottom  lines,  profit  and  loss 
statements  aren't  what  the  industry  or  capitalists  should  be  look- 
ing at.  They  ought  to  look  at  the  financial  stability  of  the  country 
so  that  we  could  get  the  advantage  of  being  competitive  worldwide. 
And  instead,  everybody  in  the  industry  starts  looking,  well,  what 
are  my  needs  and  how  do  I  ensure  that  I  do  not  have  to  contribute 
to  the  bailout,  the  REFCORP  formula? 

California  came  in  here  when  we  were  putting  together  Chair- 
man Baker's  new  bill,  and  they  just  thought  that,  you  know,  they 
had  to  have  an  advantage,  and  they  are  paying  too  much.  And  they 
have  been  very  aggressive.  And  it  was  somewhat  embarrassing, 
how  large  they  are.  And  they  have  gone  out  and  sought 

Mr.  RiNEHART.  Do  you  mean  how  large  they  are  in  terms  of  the 
payment  they  make  on  REFCORP 

Mr.  Kanjorski.  No,  how  large  they  are  if  they  had  voluntary 
members  and  they  really  used  the  system  as  it  was  intended  to  be 
used  like  the  rest  of  the  country  is  doing.  But,  instead,  a  small 
group  of  them  got  together  and  that  is  their  little  piggy  bank  and 
they  are  going  to  keep  it  that  way.  And  then  they  are  going  to  com- 
plain that  we  are  asking  them  to  contribute  to  the  overall 

Mr.  RiNEHART.  I  am  asking  for  voluntary  membership.  We  may 
not  even  be  a  player  in  that  piggy  bank. 

Mr.  Kanjorski.  You  are  asking  for  voluntary  membership? 

Mr.  RiNEHART.  Absolutely.  That  is  the  best  control  you  can  have 
over  the  system.  Because  if  you  have  voluntary  membership,  people 
won't  leave  the  money  in  there  if  they  think  the  system  is  involved 
in  unsafe  practices. 

As  long  as  we  are  mandatory  members  and  have  no  control  over 
what  is  being  done  with  that  money  and  the  players  who  do  have 
control  have  very  little  stake  in  it,  you  are  exactly  the  same  system 
that  Congress  created  last  time  around  that  led  to  all  the  high  fli- 
ers being  able  to  do  what  they  did.  That  was  they  were  able  to 
gamble  with  taxpayer  money  with  very  little  stake  themselves  in 
their  own  institutions,  and  we  are  doing  it  one  more  time. 

Mr.  Kanjorski.  I  see  my  friend  from  PNC  is  there,  and  I 
wouldn't  want  to  leave  him  out  of  my  frustration. 

But,  you  know,  I  would  hope  that  this  panel  would  be  coming  up 
here  and  saying,  we  know  that  we  are  choking  off  credit  to  some 
small  and  midsized  businesses,  that  we  are  not  providing  in  the 
private  sector  the  type  of  finances  that  are  necessary  to  create  jobs 
in  this  country  and  to  get  into  the  new  technologies  that  are  going 
overseas. 

But  I  just  don't  hear  the  financial  community.  You  know  what 
I  hear  them  doing?  Creating  more  vacuums,  pulling  out  of  financ- 
ing small  business  and  medium-sized  business. 
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Matter  of  fact,  one  of  the  things  I  worked  on  just  before  I  came 
over  here  is  a  bank  calling  a  loan  on  a  small  business  that  has 
been  very  successful,  but  now  the  banks  can  put  that  money  to  a 
little  more  profit  somewhere  else.  And  rather  than  working  with 
their  customer,  that  customer  seems  to  represent  to  the  bank  just 
numbers.  It  is  no  longer  that  rapport  that  he  creates  jobs  out  there 
and  turns  over  profits  and  pays  taxes  and  eventually  supports  the 
whole  system. 

I  guess  I  have  taken  my  time,  Mr.  Chairman,  and  released  my 
frustrations. 

Chairman  Baker.  Thank  you,  Mr.  Kanjorski.  I  was  handed  a 
note  by  a  banker  who  said  he  was  wondering  how  those  things 
were  going  back  home  in  your  district.  You  might  want  to  attend 
to  them.  I  am  kidding. 

Let  me  turn  my  attention  for  a  moment  to  Mr.  Crawford  and  Mr. 
Smith,  because  you  have  a  very  different  perspective  of  the  bank 
system's  function  in  meeting  credit  needs,  and  ask  both  of  you, 
from  an  advance  utilization  perspective,  what  do  you  do  with  the 
money  you  get  out  of  the  bank  system?  How  much  is  the  system 
used  for  liquidity?  Would  you  have  a  problem  with  a  10  percent 
home  mortgage  loan  requirement,  for  example? 

Mr.  Crawford.  Well,  I  g^uess,  from  our  point  of  view,  we  are  a 
$300  million  institution,  and  we,  over  the  last  5  or  6  years,  have 
probably  averaged  anywhere  from  $40  to  $50  million  in  outstand- 
ing advances.  It  is  hard  to  kind  of  allocate  exactly  where  it  is,  but 
most  of  our  loan  portfolio  is  in  owner-occupied  homes  that  are  ad- 
justable rate  loans  or  they  don't  conform  to  secondary  market 
standards.  And  so  we  meet  that  need. 

We  also  do  a  lot  of  residential  construction  lending  to  small  con- 
tractors within  our  community  to  finance  new  homes  that  are  sold, 
and  we  also  do  some  consumer  loans.  So  that  $40  to  $50  mil- 
lion in  borrowings  we  have  fluctuates  as  our  demand  for  credit 
fluctuates. 

When  we — if  we  didn't  have  the  advance  window,  the  only  other 
source  of  funds  for  us  is  deposits.  And  sometimes  the  deposit  mar- 
ket is  very  competitive.  Sometimes  it  is  easy  to  attract  deposits, 
sometimes  it  is  not. 

If  you  monitor  the  Federal  home  loan  bank,  their  advances,  I 
agree  very  much  with  Mr.  Irwin.  If  you  watch  that  market,  some- 
times there  is  some  very  attractive  times  to  borrow  from  the  Fed- 
eral home  loan  bank  and  fund  these  loans.  So  we  use  that  all  the 
time. 

If  we  didn't  have  the  Federal  home  loan  bank  as  a  source,  we 
would  have  to  try  to  raise  money  on  Wall  Street  through 
securitizing  mortgages,  and  for  an  institution  our  size  that  is  ex- 
pensive. When  you  go  into  small,  $1  million  or  $2  million, 
securitizations,  that  is  very  expensive. 

Dealing  with  the  Federal  home  loan  bank,  because  of  their  effec- 
tive hedging  of  the  advances  they  make,  you  can  borrow  $500,000 
today  and  $1  million  tomorrow.  There  is  a  lot  of  flexibility.  Thev 
have  long-term  and  short-term  advances  which  help  you  matcn 
fund  almost  on  a  per  transaction  basis.  And  if  we  didn't  have  that 
option,  there  is  no  way  we  could  raise  that  money  anywhere  else. 
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So  for  community  institutions,  the  Federal  Home  Loan  Bank  Sys- 
tem fulfills  a  very  good  mission. 

Chairman  Baker.  Thank  you,  Mr.  Crawford. 

Mr.  Smith. 

Mr.  Smith.  Mr.  Chairman,  relative  to  our  size  bank,  this  year  we 
have  had,  meaning  1995,  we  have  had  $13,475,000  in  outstanding 
advances  on  average  during  the  year.  That  is  a  high  of  $27  million 
and  a  low  of  $260,000.  All  the  money  that  we  take  out  in  advances, 
every  dollar  of  it,  either  goes  into  one-  to  four-family  housing  or 
possibly,  not  this  year  but  in  past  years,  it  could  cover  a  deposit 
runoff  for  a  short  period  of  time. 

But,  essentially,  why  do  we  borrow?  Us,  as  community  banks  in 
rural  New  Hampshire.  Reality  is,  we  don't  have  business  loans  of 
any  significance.  We  don't  do  asset-based  lending.  We  are  not  in  a 
citifiea  area. 

So  what  happens  is  we  operate  quite  traditionally  like  you  think 
of  a  savings  bank  in  the  Northeast.  We  make  a  lot  of  home  mort- 
gages. We  nave  $100  million  in  home  mortgages.  We  wrote  $10  mil- 
lion this  year  for  our  own  portfolio,  and  there  is  another  $22  mil- 
lion that  were  fixed  rate  mortgages  that  we  sold  into  the  secondary 
market. 

Chairman  Baker.  As  customers — let  me  follow  the  same  ques- 
tion, Mr.  Crawford  and  Mr,  Smith,  in  your  involvement  in  your  re- 
spective banks  where  you  have  a  comfortable  relationship,  does  it 
bother  you  at  all  that  you  have  a  share  in  the  consolidated  debt 
obligation  in  the  activities  of  other  district  banks  who  may  be  en- 
gaging in  activities  that  you  personally  would  not  be  comfortable 
engaging  in,  that  you  have  no  control  over?  Is  that  an  element  of 
bank  operations  that  presents  a  concern  to  community-based  lend- 
ers? 

Let  me  get  Mr.  Crawford,  and  I  will  come  to  you,  Mr.  Smith. 

Mr.  Crawford.  Maybe  a  httle  bit  of  concern,  but  I  guess  the 
Federal  Finance  Board  has  a  financial  management  policy  that  is 
strictly  enforced.  You  have  the  Office  of  Finance  that  raises  the 
debt,  and  that  raises  it  for  the  whole  system.  So  I  think  there  is 
a  lot  of  built-in  controls  that  help  protect  you  from  that.  But  cer- 
tainly there  is  a  joint  and  several  obligation  that,  as  a  stockholder 
in  the  Atlanta  Bank,  it  is  something  that  you  need  to  focus  on  and 
be  aware  of. 

I  am — I  would  say  I  am  not  unduly  concerned  about  it,  but  I 
would  like  to  think  there  would  could  be  a  better  way. 

Chairman  Baker.  Are  you — not  speaking  to  the  Atlanta  Bank  be- 
cause I  have  tried  very  hard  not  to  target  any  particular  district 
operation,  but  as  a  follow-up  on  that  point,  there  seems  to  be,  in 
some  instances,  fairly  significant  unsecured  investments  in  foreign 
corporations.  Is  that  aspect  of  the  operation  anything  that  is  on 
your  radar  screen  or  is  that  something  that  doesn't  trouble  you  at 
all  in  the  global  economy  that  we  operate  in? 

Mr.  Crawford.  I  think  that  needs  to  be  managed  very  closely, 
and  I  think  the  banks  do  that.  They  monitor — all  the  banks  are 
rated  by  a  banking  service.  They  have  limits  on  how  much  expo- 
sure they  take  to  any  one  bank  and  any  one  category  of  bank. 

Chairman  Baker.  It  varies  pretty  dramatically.  I  will  pass  that 
on.  Mr.  Smith. 
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Mr.  Smith.  I  guess  maybe  in  some  ways  I  look  at  it  a  little  dif- 
ferently. Maybe  it  should,  but  I  not  only  look  at  it  like  it  doesn't 
concern  me,  I  look  at  it  as  it  is  a  very  good  investment  from  our 
point  of  view,  meaning  Granite  Bank  or  Granite  State  Bancshares, 
Inc. 

And  what  I  mean  specifically  by  that  is  we  have  $3.2  million  in 
stock.  I  would  have  to  look  at  that  to  answer  your  question,  how 
it  would  affect  my  bottom  line.  And  if  we  lost  the  whole  $3.2  mil- 
lion, the  real  loss  to  our  bottom  line  would  be  about  $1.8  million. 
I  earn  $3.6  million  a  year,  after  taxes.  So  $1.8  million  would  be 
about  6  months'  earnings.  I  still  would  earn  $1.8  million  for  that 
year. 

Or  you  may  look  at  it  as  saying,  I  lose — if  you  took  my  capital 
position,  at  the  end  of  the  year  I  wouldn't  lose  any  because  I  would 
still  earn  $1,8  million,  but  in  reality  it  is  8  percent  of  my  capital. 

So  from  our  particular  situation,  how  we  use  the  system  and  our 
investment  in  this  system,  it  would  not  be  a  major  concern  to  us. 
It  would  not  affect  the  insurance  funds  or  really  affect  the  weak- 
ness of  the  bank. 

Would  I  like  to  lose  the  money?  Obviously,  I  would  not  like  to 
lose  the  money.  It  might  affect  some  dividend  policy  or  something 
along  that  line. 

Chairman  Baker.  Well,  the  point  I  was  trying  to  get  to  here  is 
that  in  looking,  first,  for  a  public  policy  mission  for  the  bank  sys- 
tem, it  seems  to  me  as  originally  contemplated  it  was  to  help  facili- 
tate homeownership.  As  markets  have  developed,  there  are  so 
many  alternatives,  particularly  for  the  regional  or  larger  institu- 
tions to  seek  a  way  to  fund  their  credit  needs,  frankly,  sometimes 
even  more  efficiently  than  through  the  bank  system.  And  when  you 
look  to  the  membership  structure,  the  bank  system  now  has  at- 
tracted much  smaller  financial  institutions  and  a  significantly  larg- 
er number  of  commercial  banks. 

And  where  a  corresponding  or  participating  interest  may  have 
been  available  to  you  in  past  years  with  the  consolidations  and 
mergers  in  the  industry,  you  are  now  having  to  ask  a  competitor 
to  provide  liquidity.  So  the  bank  system  becomes  an  obvious  source 
of  reasonably  priced  funding  for  fixed-term  lending,  particularly  for 
home  mortgages. 

And  from  what  I  am  hearing  from  the  two  community-based  in- 
stitutions, is  that  this  is  exactly  how  it  is  working  for  you.  You  are 
principally  engaged  in  home  mortgage  financing,  and  that  is  a  criti- 
cal area  of  your  operation  that  you  would  not  like  to  see  placed  in 
jeopardy. 

The  trouble  we  have  is  that  your  percentage  of  borrowings  from 
the  bank  system  is  so  relatively  small  in  relation  to  the  few  num- 
bers of  the  big  guys  who  access  the  advance  window.  And  we  need 
their  participation  and  capital  to  make  your  system  work. 

So  there  are  differences  between  small  and  large  institutions. 
Mr.  Rinehart  has  enormous  capital  invested,  has  to  consider  the 
risk  of  other  district  bank  operations  for  which  he  has  no  control, 
for  which  he  gets  a  relatively  low  rate  of  dividends,  and  if  given 
the  opportunity  his  bank  may  leave  the  system  through  voluntary 
membership. 
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Sure,  we  have  to  come  with  a  structure  that  meets,  first,  the 
public  policy  mission,  does  not  expose  taxpayers  to  untoward  risk 
and  facilitates  a  new  method  for  homeownership  in  rural  inner  city 
communities.  I  think  we  can  get  there.  But  from  what  I  am  hearing 
so  far  is  the  variances  between  district  operations  are  so  enor- 
mously different,  if  you  think  resolving  REFCORP  was  hard,  this 
next  step  is  going  to  be  a  piece  of  work.  I  may  be  ready  to  go  back 
to  agriculture. 

Mr.  Smith. 

Mr.  Smith.  Mr.  Chairman,  I  think  we  are  really  the  proof  of  the 
pudding.  Again,  only  really  knowing  our  own  particular  district  or 
my  own  district,  is  that  if  you  take  the  Boston  Bank,  which  as  you 
know  has  primarily  a  voluntary  membership,  not  a  mandatory 
membership,  that  what  I  think  is  really  sort  of  fascinating  is  that 
80  percent  of  the  members  in  the  total  district  that  are  eligible  to 
join  have,  in  effect,  joined.  And  I  think  that  is  sort  of  the  proof  of 
the  pudding. 

Most  of  those  banks,  which  you  can  appreciate,  are  not  the  large 
banks,  because  in  New  England  we  don't  have  so  much  large 
banks.  They  are  really  the  smaller  community  banks. 

I  think  tne  community  banks  use  the  system.  And  I  guess  that 
is  the  point  I  was  trying  to  make  earlier.  They  use  the  system  very 
effectively,  and  that  is  very  important  to  them. 

Chairman  Baker.  I  agree.  The  average  asset  size  for  a  thrift  who 
was  a  mandatory  member  a  decade  ago  was  probably  $800  million. 
Today,  you  have  banks  and  thrifts,  with  banks  outnumbering 
thrifts,  with  an  average  asset  size  somewhere  around  $250  million. 
The  animal  has  changed. 

The  trouble  is,  you  have  got  to  have  access  to  capital  for  it  to 
work.  And,  right  now,  the  smaller  institutions  aren't  using  the  sys- 
tem for  advances.  If  you  lose  your  partners,  the  whole  system 
doesn't  work. 

And  that  is  the  difficult  part  of  this.  We  have  to  find  a  way  to 
keep  your  current  mandatory  larger  institutions  involved  for  the 
public  policy  purposes. 

Mr.  Bentsen,  do  you  want  to  follow-up  on  a  question? 

Mr.  Bentsen.  I  thank  the  chairman.  I  have  to  say,  we  were  glad 
you  were  here  this  morning.  We  were  a  little  concerned  after  what 
we  read  in  the  paper. 

And  I  would  say  to  Mr.  Kanjorski,  we  have  had  this  discussion 
before  between  the  southwest  and  the  east  and  all,  and  all  I  can 
say  is  that  if  Texas — I  didn't  know  Texas  was  such  a  liberal  State. 
But  if,  in  fact,  we  were  a  high-flying  State,  it  hurt  pretty  hard 
when  we  hit  the  ground.  And  so  I  tnink  we  are  still  paying  for  that. 

The  chairman  did  hit  on  something  that  I  think  does  exist  and 
what  he  said  was  a  schism  may  be  an  inefficiency.  And  that  is 
that — and  I  think  what  we  have  heard  today,  where  you  have  got 
Mr.  Crawford  and  Mr.  Smith  and  their  institution,  which  seem  to 
rely  greatly  on  the  liquidity  and  secondary  market  of  the  system, 
Mr.  Irwin — and  I  am  not  sure  if  Mr.  Rinehart  quite  said  this — ^have 
abilities  to  raise  capital  at  competitive  cost  in  the  market,  whether 
it  is  through  commercial  paper  or  through  other  operations. 

I  doubt  Mr.  Smith's  institution  or  Mr.  Crawford's  institution  can 
issue  commercial  paper.  There  is  not  a  market  for  them.  And  the 
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question  is  then — I  think  leads  us  to  if  that  is  the  case  and  Mr. 
Smith  and  Mr.  Crawford's  institutions  are  filling  a  need,  a  market 
need,  if  we  were  to  do  away  with  the  system  and  they  were  no 
longer  able  to  afford  to  fill  that  need,  would  Mr.  Irwin's  institution 
and  Mr.  Rinehart's  institution  be  there  willing  to  step  up  to  the 
plate  to  fill  that? 

And  that  is  an  ongoing  dispute  I  think  within  this  subcommittee 
and  elsewhere,  is  the  relationship  between  large  institutions  and 
small  institutions. 

Let  me,  though,  let  me  ask — ^let  me  move  on.  Because  we  had  a 
lot  of  discussion  about  the  Affordable  Housing  Program  and  wheth- 
er it  should  be  at  a  fixed  dollar  amount  or  a  fixed  rate.  And  I  am 
not  set  in  stone  on  that  issue,  but  I  know,  Mr.  Rinehart,  in  discuss- 
ing it,  you  mentioned  that  it  was  another  tax,  if  you  will,  on  the 
system. 

But,  again,  if  you  were  in  the  system  and  you  were  getting 
money  at  a  below-market  rate,  below-private-market  rate  and  you 
also  were  getting  a  dividend  for  your  investment,  theoretically  you 
should  be  making  money  on  the  process. 

In  return  for — again,  I  would  say  in  return  for  providing  the 
credit  backing  of  the  government,  which  in  effect  the  system  does, 
do  we  have  the  right  to  include  a  social  policy  issue  like  affordable 
housing?  And,  furthermore,  is  there  a  defined  benefit  that  the  econ- 
omy receives  when  we  look  at  what  the  Affordable  Housing  Pro- 
gram is  doing? 

And  I  ask  this  not  from  an  ideological,  but  as  much  as  trying  to 
find  out.  I  am  new  on  this  subcommittee.  But  I  asked  yesterday, 
and  I  just  got  today  what  they  have  done  with  the  first  $375  mil- 
lion. And  they  are  building  2,600  units  of  housing.  There  are  90 — 
almost  100,000  units,  of  which  two-thirds  are  rental  and  a  third 
are  ownership. 

Obviously,  that  has  an  impact  on  the  economy  in  the  regions 
where  it  impacts.  Because  we  all  know  how  important  the  real  es- 
tate factor  or  function  is  to  the  general  economy.  Isn't  that — doesn't 
that  work  out — I  mean,  aren't  you — even  though  that  is  part  of 
your  cost  and  it  is  part  of  the  cost  of  the  system,  as  are  the 
REFCORPs,  aren't  you  still  making  money  off  the  system? 

Mr.  Rinehart.  Yes.  Let  me  just  make  a  couple  things  clear.  One 
is,  with  respect  to  the  system  itself,  we  would  like  to  see  the  sys- 
tem continue.  It  provides  value  to  us  as  well,  in  terms  of  not  so 
much  competitive  rate  but  availability  of  funds,  which  is  the  real 
key. 

To  your  point  about  affordable  housing,  again,  as  I  commented 
earlier,  I  am  not  sure  if  you  were  in  the  room  or  not,  we  are  a  very 
strong  believer  in  the  whole  concept  of  affordable  housing  and  the 
importance  that  has  to  the  economy  and  the  community.  And  today 
we  are  the  largest  lender  in  the  State  of  California.  Despite  the 
fact  we  are  not  the  largest  in  assets  or  size  or  many  other  things, 
but  we  are  the  largest  lender  in  the  State  of  California  in  the  low- 
income  areas. 

So  we  provide  the  social  purpose.  And  we  do  it  because  when 
savings  and  loans  make  30-year  fixed  rates,  which  is  primarily 
what  we  did  historically,  and  even  now  30-year  adjustables,  it  is  a 
long-term  commitment  to  the  community.  So  you  have  to  stay.  You 
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have  to  continue  to  make  the  loans.  So  we  are  very  much  believers 
in  the  purpose  of  affordable  housing. 

The  issue  comes  down  to,  with  us,  when  you  look  at  it  with  re- 
spect to  the  Federal  home  loan  bank,  is  whether  or  not  it  creates 
an  unstable  system.  And  our  view  is  the  more  times  you  levy  taxes 
on  the  system,  the  more  you  encourage  the  banks  to  go  out  and 
gamble  to  generate  higher  returns  to  compensate  for  those  taxes. 
And  our  view  is  that  every  time  that  gambling  occurs,  it  is  our 
$400  million  of  capital  that  is  at  stake  under  the  joint  and  several 
liability. 

So  it  is  not  a  question  of  returns,  are  we  making  money  or  not? 
The  trouble  is,  we  will  make  money  right  up  to  the  day  the  big 
news  hits,  and  then,  all  of  a  sudden,  we  will  see  $400  million  of 
capital  erased,  and  we  can't  live  with  that.  So  that  is  our  issue 
with  the  system. 

And  our  issue  is  just  make  it  voluntary.  We  are  not  asking  to 
have  access  to  the  system  and  not  have  to  pay  any  freight.  What 
we  are  saying  is  give  us  the  choice.  If  we  have  access,  we  will  pay. 
If  we  don't  want  to  have  access,  don't  make  us  pay. 

Mr.  Bentsen.  I  don't  disagree  with  voluntary,  because  I  believe 
that  the  demand  is  sufficient,  that  people  will  want  to  participate. 
I  would — I  understand  the  question  of  availability  versus  liquidity, 
although  those  are  not  necessarily  exclusive,  or  cost  versus  liquid- 
ity, because  there  are  times  where  they  are  tied  quite  tight  to- 
gether, particularly  for  the  smaller  institutions,  I  would  think. 

Thank  the  chairman. 

Chairman  Baker.  Thank  you,  Mr.  Bentsen. 

I  want  to  say  to  each  of  you  how  much  I  appreciate  your  testi- 
mony, your  time  here  this  morning,  and  say  we  appreciate  your 
willingness  to  be  here.  I  am  advised  there  will  be  Members  who 
wish  to  follow  up  with  questions,  and  we  would  ask  your  courtesy 
in  responding  when  they  are  forwarded  to  you.  Thank  you  for  being 
here. 

Before  we  call  up  the  next  panel,  Mr.  Lazio,  did  you  want  to 
make  your  remarks  now? 

Mr.  Lazio.  Yes. 

Chairman  Baker.  I  recognize  Congressman  Lazio. 

Mr.  Lazio.  After  the  next  panel  comes  up. 

Chairman  Baker.  If  we  could  please  have  the  next  panel  come 
on  up. 

I  would  just  like  to  recognize  Congressman  Lazio  at  this  time  for 
special  remarks. 

Mr.  Lazio,  Thank  you,  Mr.  Chairman. 

I  iust  wanted  to  take  this  opportunity  to  reintroduce  my  very 
good  friend  and  colleague  from  New  York,  Al  DelliBovi,  to  the  sub- 
committee. We  all  know  him  well  and  respect  him.  He  has  been  the 
President  of  the  Federal  Home  Loan  Bank  in  New  York  since  1992, 
and  he  presides  over  a  $23  billion  central  bank  servicing  275  local 
member  lenders  in  New  York,  New  Jersey,  Puerto  Rico  and  the 
U.S.  Virgin  Islands.  So — whatever  is  left  of  the  Virgin  Islands  these 
days. 

Mr.  DelliBovi  has  earned  national  recognition  as  an  authority  on 
banking.  The  thrift  industry,  housing  and  public  financing  are  all 
areas  in  which  he  has  distinguished  himself.  He  is  chairman  of  the 
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Legislative  Committee  of  the  Bank  Presidents'  Conference,  and 
prior  to  serving  as  President  of  the  Federal  Home  Loan  Bank  of 
New  York,  he  was  the  number  two  official  at  the  Department  of 
Housing  and  Urban  Development,  where  he  distinguished  himself 
once  again.  He  is  a  four-term  member  of  the  New  York  State 
Assembly. 

It  should  come  as  a  surprise  to  nobody  that  during  Al's  tenure 
as  President,  the  Federal  home  loan  bank  has  grown  and  pros- 
pered. He  has  played  a  crucial  role  in  making  us  aware  of  the  spe- 
cial needs  and  concerns  of  the  home  loan  banks.  That  might  be  an 
understatement,  Mr.  Chairman,  in  terms  of  how  well  Al  has  made 
us  aware. 

He  has  consistently  been  a  valuable  resource  for  the  subcommit- 
tee, and  certainly  his  efforts  were  helpful  to  me  and  instrumental 
in  bringing  about  the  compromise  on  the  REFCORP  issue  during 
reconciliation.  So  I  wanted  to  take  this  opportunity.  I  thank  the 
chairman  for  giving  me  this  opportunity  to  reintroduce  my  good 
friend,  Al  DelliBovi. 

Chairman  Baker.  Thank  you.  Congressman. 

And,  with  that,  whv  don't  we  start  with  this  panel  and  welcome, 
Mr.  DelliBovi.  We  look  forward  to  hearing  your  remarks,  sir. 

STATEMENT  OF  ALFRED  A.  DELLIBOVI,  PRESIDENT,  FEDERAL 
HOME  LOAN  BANK  OF  NEW  YORK 

Mr.  DelliBovi.  Thank  you  very  much,  Mr.  Chairman. 

Thank  you  very  much,  Mr.  Lazio.  I  appreciate  those  remarks. 

Good  morning,  Mr.  Chairman  and  Chairman  Leach.  I  appreciate 
vour  being  here.  I  would  ask  that  my  full  statement  as  submitted 
be  included  in  the  record,  and  I  just  want  to  take  a  few  moments 
to  hit  some  of  the  high  points.  It  is  a  pleasure  for  me  to  be  able 
to  testify  here  today  about  the  operations  of  the  Home  Loan  Bank 
of  New  York  and  to  discuss  the  legislative  changes  that  you  and 
the  subcommittee  are  considering  to  create  a  stronger  and  more  ef- 
ficient Home  Loan  Bank  System. 

You  have  begun  this  process  at  a  historic  point  for  the  Home 
Loan  Bank  System  and  the  Nation's  housing  finance  industry.  De- 
spite an  active  secondary  mortgage  market,  the  need  for  an 
intermediary  financial  system  to  assure  a  ready  credit  supply  for 
home  financing  remains  strong.  For  a  number  of  our  stockholders, 
the  bank  system  provides  their  only  access  to  ready  credit  at  rea- 
sonable rates  of  interest,  their  only  reservoir  for  ready  short-term 
credit  to  cushion  their  variable  casn  flows  and  their  primary  tie  to 
the  capital  markets. 

The  noun  in  our  name  is  bank,  and  we  operate  as  a  bank.  We 
makes  loans  and  investments,  we  accept  deposits,  and  we  have  a 
capital  base.  We  currently  have  about  $14  million  in  loans  or  ad- 
vances, and  we  invest  our  stockholders'  $1.3  billion  in  capital  to 
generate  sufficient  income  to  pay  the  REFCORP  tax,  to  make  our 
affordable  housing  contribution  and  to  provide  a  reasonable  return 
to  our  stockholders. 

We  have  a  fiduciary  duty  to  provide  our  members  with  a  fair  re- 
turn on  their  investment,  and  because  55  percent  of  the  New  York 
bank's  capital  is  owned  by  voluntary  members  we  also  have  a  very 
practical  need  to  provide  them  a  fair  return.  If  we  do  not  perform 
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by  providing  a  fair  return,  our  membership  would  decrease,  and 
business  would  go  elsewhere. 

Now,  the  community  lenders  who  borrow  from  the  home  loan 
banks  hold  a  variety  of  State  and  Federal  charters.  And  it  is  clear 
that  in  resolving  the  problems  of  the  BIF  and  SAIF  Insurance 
Fund,  the  Congress  is  going  to  be  devising  new  charters  for  some 
of  our  members.  Changes  in  the  charters  of  our  members  will  need 
to  be  reflected  in  the  charter  of  the  home  loan  banks  so  that  we 
may  continue  to  be  the  lending  partners  of  the  new  independent 
community  banks  as  they  serve  to  meet  the  credit  and  financial 
needs  of  the  people  in  our  communities. 

And  let  me  say  to  you,  Mr.  Chairman,  that  in  the  small  towns 
and  the  Big  Apple,  I  think  in  small  towns  all  over  America  and 

garticularly  in  the  big  cities,  it  is  very  important  that  community 
anks  be  around  to  serve  these  credit  needs.  Not  a  day  goes  by  that 
we  don't  find  another  story  about  one  of  these  merged  banks  clos- 
ing branches  in  inner  city  areas,  we  don't  find  another  case  where 
credit  is  going  to  be  not  available  in  a  neighborhood,  where  the 
local  bank  that  was  on  the  comer  has  been  gobbled  up  by  some  far- 
away behemoth  somewhere,  and  people  in  the  community,  in  the 
neighborhood,  simply  are  not  going  to  have  a  local  bank  there. 

Our  members  are  the  exception.  They  are  able  to  stay  there,  and 
one  reason  they  are  able  to  stay  there  is  because  they  have  access 
to  the  capital  markets  through  the  Home  Loan  Bank  System.  So 
as  the  Congress  acts  to  broaden  the  charter  of  our  members  so  that 
our  members  may  adjust  to  the  changes  in  their  business,  I  believe 
it  is  time  to  modernize  the  charter  of  the  home  loan  banks  so  that 
we  may  continue  to  be  lending  partners  in  this  new  banking  envi- 
ronment. 

The  home  loan  banks  should  be  given  the  necessary  statutory  au- 
thority to  permit  the  most  effective  use  of  our  formidable  commu- 
nity development  expertise.  The  financial  strength  of  the  home 
loan  banks  can  provide  significant  economic  benefits,  not  just  for 
financing  housing  but  also  for  community  economic  development 
and  the  creation  of  jobs  that  are  necessary  if  people  are  going  to 
be  able  to  pay  the  rent  on  the  housing  in  the  neighborhoods,  to  pay 
the  mortgages  that  we  are  making  available  to  them. 

Now  a  lot  has  been  said  about  the  differences  between  the  piece- 
meal approach  to  addressing  system  issues  and  a  comprehensive 
approach.  Your  bill,  Mr.  Chairman,  H.R.  1487,  is  the  most  com- 
prehensive proposal  I  have  seen.  And  the  New  York  bank  com- 
mends you  and  your  staff  for  the  hard  work  you  put  into  it. 

We  should  all  understand  that  even  the  provisions  of  H.R.  1487 
essentially  reflect  an  amalgam  of  technical  changes  required  to 
make  the  system  current  with  today's  environment.  If  all  of  those 
changes  were  adopted,  there  would  be  a  lot  of  work  necessary  to 
achieve  a  genuine  modernization  that  provides  the  flexibility  which 
the  system  requires  in  order  to  move  into  the  21st  century  with  an 
array  of  authorities  and  the  broad  mission  necessary  to  address  the 
needs  of  America's  community  lenders. 

Turning  to  regulation,  I  endorse  the  proposal  to  separate  the 
day-to-day  management  of  the  banks  from  the  Federal  Housing  Fi- 
nance Board's  safety  and  soundness  responsibilities.  The  logic  is 
self-evident.  A  monitor  must  have  an  arm's  length  relationship 
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with  the  organizations  it  regulates,  period.  Equally  critical  to 
the  organization  of  a  regulator  are  the  laws  enacted  to  define  its 
regulatory  power.  Safety  and  soundness  must  be  the  prime 
consideration. 

I  would  like  to  point  out  that  the  home  loan  banks  are  the  first 
and  oldest  government-sponsored  housing  enterprise.  As  the  sub- 
committee considers  extending  new  enforcement  authorities  to  the 
Finance  Board,  I  submit  that  the  Finance  Board's  enforcement  au- 
thority should  parallel  that  given  to  OFHEO.  I  believe  there  should 
be  as  identical  as  possible  regulatory  mechanics  and  standards  for 
the  three  government-sponsored  housing  enterprises. 

The  Federal  Housing  Finance  Board  obviously  needs  to  have  dif- 
ferent standards  and  authorities  than  those  that  were  granted  to 
regulatory  agencies  responsible  for  insured  depositories. 

In  sum,  new  regulations  should  be  strong  enough  to  ensure  that 
the  public  interest  is  protected  without  hindering  the  bank's  ability 
to  operate  in  today's  very  competitive  financial  market.  We  should 
have  no  less  regulation  than  is  required  and  no  more  than  is 
needed. 

As  the  subcommittee  moves  to  consider  legislation  that  would 
modernize  the  Home  Loan  Bank  System,  we  hope  you  would  pro- 
vide for  voluntary  membership  for  the  Federal  Home  Loan  Bank 
System  for  all  depository  institutions  as  well  as  equal  membership 
requirements. 

Finally,  at  the  Home  Loan  Bank  of  New  York,  we  are  proud  to 
be  partners  in  the  world's  strongest  mortgage  market,  and  we  look 
forward  to  continuing  service  to  our  members  who  are  not  only 
helping  to  house  America  but  also  to  meeting  the  financial  needs 
of  the  people  in  very  diverse  communities. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Alfred  A.  DelliBovi  can  be  found 
on  page  295  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  DelliBovi. 

Our  next  witness  is  the  President  of  the  Federal  Home  Loan 
Bank  of  Chicago,  Mr.  Alex  Pollock.  Welcome,  Mr.  Pollock. 

STATEMENT  OF  ALEX  J.  POLLOCK,  PRESffiENT  AND  CEO, 
FEDERAL  HOME  LOAN  BANK  OF  CHICAGO 

^r.  Pollock.  Thank  you,  Mr.  Chairman. 

Chairman  Baker,  members  of  the  subcommittee  and  Chairman 
Leach,  I  especially  appreciate  this  opportunity  to  testify  today.  As 
Chairman  Leach  so  articulately  has  said,  there  are  some  very  in- 
teresting philosophical  kinds  of  questions  one  can  get  into.  As  a  ca- 
reer-long banker  they  interest  me  as  well,  and  I  am  delighted  to 
have  the  chance  to  talk  about  them  a  little  bit. 

Let  me  begin  by  thanking  you,  Mr.  Chairman,  for  your  continued 
leadership  in  modernization  issues.  Some  very  good  questions  have 
been  asked.  I  hope  that  my  written  testimony,  which  I  would  like 
to  submit  for  the  record  with  your  permission,  and  my  remarks 
today  will  answer  the  questions  directly. 

I  am  testifying  today  on  behalf  of  the  Chicago  Home  Loan  Bank, 
and  in  some  of  the  more  speculative  areas  I  am  presenting  my  per- 
sonal opinions. 
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Mr.  Chairman,  I  don't  think  this  one  is  speculative.  Tom  Stanton 
is  a  good  friend  of  mine  and  a  very  good  thinker,  but  I  think  his 
remarks  on  our  mission  were  confused.  The  confusion  is  this:  There 
is  a  difference  between  what  a  mission  is  and  how  it  is  carried  out. 

Of  course,  over  a  number  of  decades  how  you  carry  out  your  mis- 
sion has  to  change.  But  it  seems  to  me  that  the  Federal  home  loan 
bank  always  has  had  and  still  has  an  excellent  mission,  and  it  is 
quite  clear:  promoting  economical  home  finance  and  homeowner- 
ship  throughout  America.  I  am  going  to  suggest  changes  which  will 
make  us  much  better  at  how  we  carry  out  that  mission. 

Because  the  discussion  of  investments  has  loomed  so  large  in 
these  hearings,  I  also  think  it  is  essential  for  the  subcommittee  to 
understand  that  the  Home  Loan  Bank  System  has  very  conserv- 
ative assets  and  very  high  credit  quality  relative  to  any  group  of 
financial  institutions  or  any  group  of  GSEs  that  you  could  possibly 
compare  us  to. 

I  would  also  call  the  subcommittee's  attention  to  a  second  distinc- 
tion, and  that  is  between  philosophical  discussions  and  market 
tests.  As  some  other  witnesses  have  pointed  out,  the  rapid  member- 
ship growth  of  the  Home  Loan  Bank  System  provides  an  unambig- 
uous market  demonstration  of  the  value  that  we  provide  to  our  fi- 
nancial institution  membership.  I  fully  agree  with  the  idea  that 
market  discipline  should  be  an  essential  part  of  our  operations  in 
voluntary  membership  and  I  would  add  in  the  capital  markets. 

What  is  the  essence  of  a  home  loan  bank?  The  essence  of  a  home 
loan  bank  is  linking  financial  institutions  to  the  domestic  and 
international  bond  market.  This  is  extremely  helpful  to  the  vast 
majority  of  financial  institutions,  more  than  95  percent  of  them, 
and  you  have  heard  from  two  in  the  previous  panel,  who  don't  have 
access  to  the  bond  market  on  their  own.  And  this  is  a  particularly 
important  function  if,  as  a  society,  we  want  these  institutions  to 
promote  homeownership. 

Mr.  Chairman,  you  have  asked  for  measurements  in  your  ques- 
tions. A  key  measure  is  that  commercial  bank  members  that  bor- 
row from  the  home  loan  banks  on  average  over  the  last  few  years 
have  increased  their  mortgage  assets  by  $2.3  million  for  every  $1 
million  of  advances  they  have  taken.  These  are  measuring  changes 
on  the  margin  to  changes  on  the  margin.  I  think  these  numbers  are 
eloquent. 

If  I  were  going  to  design  a  Home  Loan  Bank  System  from  scratch 
today,  it  would  differ  from  the  current  system  in  some  important 
ways.  The  new  system  would  have  a  more  effective  management 
structure.  It  would  have  complete  separation  of  management  and 
regulatory  functions.  It  would  have  the  ability  to  innovate,  create 
new  products  and  evolve.  And,  finally,  and  this  is  my  personal 
view,  it  would  have  permanent  capital;  in  other  words,  normal  cor- 
porate equity  capital. 

Now  since  this  subcommittee  is  responsible  for  all  GSEs,  we 
would  like  to  suggest  that  the  home  loan  bank  should  be  under- 
stood and  only  understood  in  the  context  of  the  other  GSEs  and  the 
housing  finance  system  as  a  whole.  In  my  view,  the  American 
mortgage  finance  system,  compared  to  any  other  in  the  world,  is 
unique  and  uniquely  favors  securitized  secondary  markets  com- 
pared to  the  credit  portfolios  of  financial  institutions.  I  very  much 
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agree  with  Tom  Stanton  on  this  point,  whose  published  works  are 
very  enHghtening. 

The  Home  Loan  Bank  System  is  a  major  factor  in  allowing  pri- 
vate financial  institutions  to  be  at  all  competitive  in  a  mortgage 
market  which  is  increasingly  dominated  from  Washington  by  two 
housing  GSEs.  Credit  risk  continues  to  be  absorbed  by  the  Federal 
Government  through  these  entities,  and  they  constantly  take  mar- 
ket share  away  from  and  crowd  out  financial  institutions  in  the 
mortgage  market. 

A  look  at  the  profitability  of  the  other  housing  GSEs,  whose 
government-sponsored  return  on  equity  was  23  percent  last  year 
and  year  afler  year  is  in  excess  of  20  percent,  clearly  tells  us  there 
is  plenty  of  room  for  more  competition,  as  Chairman  Leach  has 
suggested,  and  I  think  the  home  loan  banks  can  be  a  very  impor- 
tant part  of  that  competition. 

An  essential  step  would  be  the  creation  of  a  set  of  legal  and  regu- 
latory principles  that  would  apply  uniformly  to  all  housing  GSEs. 
I  would  call  this  "modernization  of  the  GSE  system."  That  would 
help  the  mortgage  finance  system  to  be  more  competitive  and  lower 
the  cost  to  the  ultimate  borrower. 

I  have  a  discussion  of  the  application  of  modem  financial  theory 
to  the  question  of  ownership  of  investments  by  the  home  loan 
banks,  which  I  think  what  we  ought  to  be  doing  in  the  investment 
area.  I  am  cognizant  of  my  time,  Mr.  Chairman,  and  maybe  we 
could  come  back  to  that  in  the  question  period. 

I  would  like,  if  I  may,  with  the  indulgence  of  the  Chair,  to  con- 
clude with  three  steps  that  I  think  are  essential  for  the  moderniza- 
tion of  the  Home  Loan  Bank  System.  This  modernization,  Mr. 
Chairman,  I  think  would  make  the  Home  Loan  Bank  System  in 
partnership  with  its  members  a  real  competitor  and  thereby  make 
the  mortgage  market  more  competitive. 

The  three  requirements  are:  one,  to  improve  the  management 
and  ownership  structure  of  the  home  loan  banks;  two,  to  increase 
innovation  and  market  discipline;  and,  three,  thereby  to  contribute 
to  the  rebalancing  of  the  American  home  mortgage  system,  which 
we  could  call  improved  social  discipline,  Mr.  Chairman. 

Everyone  who  is  part  of  this  system  or  familiar  with  it  will  read- 
ily agree  that,  managerially,  the  Home  Loan  Bank  System  is  com- 
plex and  indeed  cumbersome;  and  I  think,  Mr.  Chairman,  you  have 
some  personal  experience  of  the  difficulty  we  have  in  coming  up 
with  a  unified  point  of  view  on  questions.  There  are  opportunities 
to  make  this  a  more  rational  system. 

Let  me  emphasize  here  that  this  is  my  point  of  view,  and  the 
point  of  view  of  the  board  in  Chicago.  My  colleagues  disagree  quite 
a  bit  with  the  comments  I  am  about  to  make. 

However,  I  think  we  need  to  seek  the  advantages  offered  by  a 
single  business  management  and  ownership  structure  for  the  entire 
system.  I  stress  a  professional  business  management.  We  shouldn't 
be  managed  by  the  government.  That  makes  no  sense.  We  need  to 
make  our  organization  similar  to  the  successful  GSE  competitors 
and  to  all  other  large  financial  enterprises.  I  have  a  number  of 
ideas  of  how  to  do  that;  in  the  interests  of  time  let  me  skip  the 
details. 
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There  are  two  principal  advantages  of  forming  a  single  manage- 
ment through  a  holding  company.  The  first  is  for  stockholders. 
They  would  have  a  nationally  diversified  and  superior  equity  in- 
vestment. And  the  second  is  in  structure.  This  would  effect  a  real 
and  permanent  division  of  regulation  and  management,  which  will 
solve  one  of  the  most-often-cited  structural  weaknesses  of  the 
Home  Loan  Bank  System. 

In  conclusion,  as  securitization  increases  its  dominance,  what 
private  financial  institutions  need  to  be  competitive  in  residential 
mortgage  finance  is  a  truly  competitive  Home  Loan  Bank  System 
which  will,  in  turn,  foster  a  more  competitive,  more  decentralized 
mortgage  finance  system  overall. 

Mr.  Chairman,  thank  you  for  the  opportunity  to  discuss  these  is- 
sues. I  will  be  happy  to  answer  questions  and  look  forward  to  work- 
ing with  the  subcommittee  in  the  future. 

[The  prepared  statement  of  Mr.  Alex  J.  Pollock  can  be  found  on 
page  320  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Pollock. 

Our  next  witness  is  Mr.  John  Darr,  the  Managing  Director  of  the 
Office  of  Finance.  Welcome,  Mr.  Darr. 

STATEMENT  OF  JOHN  K.  DARR,  MANAGING  DIRECTOR, 
OFFICE  OF  FINANCE 

Mr.  Darr.  Thank  you,  Mr.  Chairman,  members  of  the  sub- 
committee. 

I  am  John  Darr,  the  Managing  Director  of  the  Office  of  Finance 
of  the  Federal  Home  Loan  Bank  System.  I  am  pleased  to  be  here 
today  to  have  this  opportunity  to  discuss  the  system's  funding 
operation. 

The  questions  you  have  asked  me  to  address  generally  fall  into 
three  categories:  What  is  the  Office  of  Finance,  what  investor  suit- 
ability and  security  sales  practices  are  utilized  by  the  system,  and 
what  are  the  system's  investments  and  investment  practices?  I  will 
discuss  the  first  two  of  these  topics,  leaving  investments  to  my  col- 
leagues, since  it  is  they  that  manage  the  investments  in  their 
banks. 

The  Office  of  Finance  is  a  unique  entity.  Knowing  what  it  is  and 
how  it  serves  the  system  is  important  to  understand  just  how  the 
system  goes  about  borrowing  money  in  the  capital  markets  to  lend 
to  members  and  for  other  uses. 

The  Office  of  Finance  is  a  shared  facility,  created  in  1991  by  the 
Federal  Home  Loan  Bank  Board.  The  current  organizational  struc- 
ture was  implemented  by  the  Federal  Housing  Finance  Board  in 
1992.  The  office  is  supported  by  the  12  Federal  home  loan  banks 
that  it  serves. 

The  primary  purpose  of  the  office  is  to  issue  debt  instruments 
called  consolidated  obligations  for  and  with  the  Federal  home  loan 
bank.  The  mission  statement  of  the  Office  of  Finance  states  that 
it  is  to  cost  effectively  serve  the  Federal  home  loan  banks  by 
intermediating  the  global  capital  markets  to  the  lowest  cost  sources 
of  funds  commensurate  with  bank  funding  requirements  and 
parameters. 

The  Federal  Housing  Finance  Board  has  delegated  the  authority 
to  issue  debt  for  the  system  to  the  Office  of  Finance  and  created 
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for  it  a  board  of  directors  which,  in  turn,  oversees  management  in 
its  operating  capacity.  There  is  a  significant  amount  of  oversight 
and  communication  among  and  between  these  three  entities  as  de- 
tailed in  my  written  submission. 

The  Office  of  Finance  exists  for  two  fundamental  reasons.  First, 
it  is  the  issuing  agent  for  all  debt  issued  by  the  system.  That  debt 
is  the  joint  and  several  obligation  of  all  12  banks,  whether  only  one 
bank  is  the  primary  obligor  on  a  bond  or  discount  note  or  if  all  sys- 
tem banks  are  involved  with  an  issue.  The  second  reason  for  the 
Office  of  Finance  is  to  assure  the  Federal  Housing  Finance  Board 
in  its  regulatory  capacity  that  the  system  is  issuing  debt  in  accord- 
ance with  the  provisions  of  the  delegated  authority  and  by  means 
that  are  consistent  with  prudent  underwriting  and  distribution 
standards. 

Other  reasons  for  the  Office  of  Finance  have  to  do  with  efficiency, 
debt  servicing  in  a  single  place,  and  relationship  management  with 
the  U.S.  Treasury,  other  GSEs  and  securities  dealers. 

To  illustrate  how  the  Office  of  Finance  works,  I  refer  the  mem- 
bers to  the  diagram  on  page  6  of  my  written  submission  and  to  this 
chart  that  was  just  placed  before  you.  Highlights  of  how  the  system 
operates  to  fund  its  activities  are  that  the  process  can  start  either 
with  a  request  for  an  advance  from  a  member  or  with  an  inquiry 
from  a  dealer  for  a  particular  type  and  amount  of  bond. 

Numerous  previously  qualified  dealers  are  in  frequent  contact 
with  many  of  the  system  banks  and  the  Office  of  Finance.  This  con- 
tinuous flow  of  communication  enables  us  all  to  stay  abreast  of  the 
system's  needs  for  opportunities  to  enhance  the  advances  business. 

In  the  vernacular  of  the  financial  markets,  we  are  a  two-way,  re- 
verse inquiry  operation  at  the  Office  of  Finance,  because  at  some 
time  or  another  each  bond  must  come  to  the  office  for  execution, 
no  matter  what  the  source  of  origin.  Yet  business  can  have  its  gen- 
esis at  either  end  of  this  spectrum. 

The  Office  of  Finance  is  really  in  the  communications  business 
about  funding.  We  have  12  customers  to  get  to  market  and  many 
securities  dealer  relationships  to  manage. 

Additionally,  the  Office  of  Finance  must  get  clearance  for  market 
access  from  the  U.S.  Treasury  and  work  with  the  other  GSEs  prior 
to  that  time  to  coordinate  which  organization  will  be  in  the  market 
for  what  type  of  product  at  anv  particular  time.  This  queuing  proc- 
ess is  quite  complex,  given  all  of  the  parties  that  must  agree  in 
order  to  execute  a  trade. 

The  system  has  taken  extraordinary  precautions  with  respect  to 
investor  suitability  and  sales  practices  to  assure  that  a  proper 
intermediation  process  is  in  place.  The  lengthy  and  detailed  under- 
writing agreement  exists  with  each  of  the  underwriters  authorized 
to  do  business  on  behalf  of  the  system.  This  agreement,  together 
with  specifically  designed  offering  notices  for  each  security  and 
other  measures,  provides  the  securities  dealer  and  the  ultimate  in- 
vestor with  more  than  sufficient  direction  and  information  to  con- 
sider in  the  intermediation  and  investment  process. 

The  Office  of  Finance  does  not  know  the  identity  of  individual  in- 
vestors unless  they  call  directly,  which  is  very  unusual.  It  is  the 
responsibility  of  the  securities  dealers  to  determine  suitability  of 
investors  based  on  marketplace  regulations.  We  reiterate  these  re- 
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quirements  in  our  process  but  do  not  believe  the  system  should  be 
the  regulator  for  the  marketplace. 

It  also  is  our  view  that  we  do  not  have  responsibility  for  making 
investment  decisions  for  investors.  This  responsibility  rests  with 
the  investor  and  its  governing  body,  whatever  that  might  be.  Even 
though  the  system  has  more  than  fulfilled  what  is  required  of  any 
issuer,  by  any  regulator  with  respect  to  providing  information  and 
indications  of  complexity  about  certain  securities,  it  is  still  the  in- 
vestor who  must  decide  whether  the  investment  is  proper  or  not. 

Thank  you,  Mr.  Chairman,  for  this  opportunity  to  be  here.  I  hope 
this  summary  provides  you  with  an  understanding  of  the  Office  of 
Finance. 

[The  prepared  statement  of  Mr.  John  K  Darr  can  be  found  on 
page  347  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Darr.  And  I  would 
like  to  start  with  you,  relative  to  the  mechanisms  for  debt  issuance. 

The  individual  banks  own  approximately  $9  billion  of  system 
debt.  How  is  this  debt  marketed?  Is  it  placed  concurrently  in  the 
open  market?  Has  there  been  an  instance  where  you  have  been  un- 
able to  place  that  debt  in  the  open  market,  had  to  place  the  debt 
in  individual  bank  portfolios?  Explain  that  relationship. 

Mr.  Darr.  I  would  be  glad  to. 

The  answer  to  your  latter  question  is,  no,  there  has  not  been  a 
case  when  we  have  been  unable  to  issue  in  the  open  markets.  Price 
is  generally  the  guideline  on  whether  we  do  issue  debt  or  not.  I 
think  with  respect  to  the  bank  system  debt  on  the  balance  sheet 
it  is  fair  to  say  that  almost  all  of  that  debt  was  purchased  in  the 
secondary  market  after  it  had  been  originally  issued  and  was  of- 
fered back  through  the  secondary  market  as  an  investment. 

Chairman  Baker.  And  on  a  related  matter,  there  is  about  $21 
billion  of  other  government-related  debt;  Fannie,  Freddie,  other 
GSEs  basically.  What  is  the  reason  for  investment  in  that  particu- 
lar debt  and  tne  policy  with  regard  to  the  bank  systems  acquisition 
of  any  of  those  activities? 

Mr.  Darr.  Mr.  Chairman,  I  prefer  to  defer  to  my  associates  who 
are  in  charge  of  the  investment  activities  of  their  banks. 

Chairman  Baker.  Oh,  sure. 

I  just  have  one  more  follow-up.  From  your  perspective,  and  you 
may  choose  to  pass  this  along  and  I  will  ask  Mr.  Pollock  and  Mr. 
DelliBovi  to  respond  in  a  minute,  it  appears  that  the  current  sys- 
tem activity  is  skewed,  perhaps,  toward  a  smaller  number  of  very 
large  customers,  generally  utilizing  the  access  for  liquidity  pur- 
poses. With  the  public  policy  statement  being  the  intent  to  facili- 
tate homeownership,  we  have  some  concern  that  only  $4  billion  of 
advances  through  June  30,  for  example,  of  this  year,  had  gone  to 
institutions  with  assets  of  less  than  $100  million;  and  we  are  not 
sure,  to  what  utilization  was  made  of  those  advances.  If  we  are  to 
continue  to  fight  for  a  public  policy  purpose  of  facilitating  home- 
ownership,  how  can  we  explain  this  apparent  mismatch? 

Mr.  Darr.  As  a  debt  issuance  agent  for  the  system,  I  think  I 
would  defer  that  question  to  my  present  colleagues  as  well. 

But,  on  a  personal  note,  I  would  say  that  I  am  very  encouraged 
by  the  increased  number  of  small  members  in  this  system;  and  it 
takes  a  while  to  adapt  to  the  credit  apparatus,  I  believe.  I  think 
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that  the  manner  in  which  we  intermediate  the  markets  with  this 
reverse  inquiry  process  can  be  very  responsive  to  those  smaller 
members'  neeas  as  they  learn  how  to  borrow  from  their  respective 
banks. 

Chairman  Baker.  Thank  you,  sir. 

Mr.  Pollock,  just  quickly,  you  have  got  a  lot  of  substance  in  your 
testimony. 

First,  I  very  much  appreciate  the  forthrightness  of  the  consoli- 
dated structure  recommendations.  Is  it  something  you  think  we 
could  attain  if  we  simply  allowed  permissive  consolidations?  Would 
not  market  forces  begin  to  push  at  least  into  a  much  more  region- 
ally driven  system,  particularly  if  you  couple  with  the  permissive 
opportunity  the  removal  of  the  consolidated  debt  obligation,  where 
each  regional  bank  stood  on  its  own  bottom? 

Mr.  Pollock.  I  will  defer  to  my  colleague,  John  Darr,  on  this. 
But  I  don't  think  it  makes  any  sense  to  try  to  have  individual  home 
loan  banks  issue  debt  on  their  own  out  of  their  regionally  con- 
centrated balance  sheets. 

On  structure,  my  position  is  that  what  we  do  should  be  permis- 
sive— although,  given  my  personal  standards,  to  talk  about  being 
"permissive"  feels  a  little  strange. 

I  would  like  to  see  the  stockholders  and  the  system,  along  with 
the  Finance  Board,  have  the  ability  to  do  more  than  combine  a 
bank  here  or  there.  I  think  there  is  an  important  local  nexus  of 
local  directors,  local  advisory  boards,  local  members,  local  commu- 
nities which  is  kept  intact  in  a  holding  company  structure.  What 
I  would  like  to  see  is  the  permission  which  is  not  now  possible 
under  the  act  the  way  it  is,  to  create  a  parent  corporation. 

Now,  that  corporation  would  include  the  Office  of  Finance  as  one 
of  its  departments,  which  would  issue  debt  on  behalf  of  the  cor- 
poration. What  you  would  have,  in  short,  is  something  which  looks 
extremely  familiar,  namely  the  way  essentially  all  large  financial 
enterprises  or  all  large  banks,  anyway,  are  organized  today. 

There  is  good  reason  why  they  are.  It  is  because  they  have  to 
have  the  uniformity  of  reporting  and  control,  to  which  you  have  re- 
ferred, Mr.  Chairman,  the  uniformity  of  policy  and  management 
discipline,  but  combined  with  the  local  nexus,  the  local  market 
knowledge  which  makes  the  business  go  on  its  growth  and  develop- 
ment side. 

Did  I  miss  part  of  your  question,  Mr.  Chairman? 

Chairman  Baker.  Just  a  quick  follow-up,  because  I  am  abusing 
the  time  here. 

But  the  question  asked  earlier,  with  regard  to  the  apparent  mis- 
match between  public  policy,  moving  forward  with  the  consolida- 
tion, enhancing  the  system's  opportunity  to  grow,  if  we  are  to  do 
that  it  ought  to  be  concurrent  with  an  obligation  to  meet  the  public 
policy. 

And,  for  example,  earlier  witnesses  testified  regional  money  cen- 
ter representatives,  that  they  use  the  system  for  liquidity  for  short- 
term  borrowings.  That  doesn't  seem  to  match  well  with  what  the 
facts  show  for  advances  to  smaller  institutions  for  which  we  are  not 
certain  as  to  what  use  those  advances  are  made  although  it  ap- 
pears, from  earlier  testimony,  that  the  bulk  of  that  borrowing  is 
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used  for  long-term,  mortgage-related  purposes.  Can  you  comment 
with  regard  to  that?  What  change,  if  any,  should  we  make? 

Mr.  Pollock.  Thank  you  for  that  question.  I  am  very  happy  to 
comment  on  it. 

One  of  the  things  we  do  need  to  be  doing  and,  in  fact,  have  done 
over  the  last  few  years  in  Chicago  and  in  the  system  in  general  is 
increase  the  breadth  of  borrower  participation.  There  were,  at  the 
end  of  1993,  2,100  borrowers.  There  were  almost  3,000  in  June, 
1995.  So  if  you  count  by  number  of  borrowers  who  are  participat- 
ing, which  is  one  dispersion  or  diversification  measure,  we  are 
maidng  good  progress.  We  need,  I  fully  agree,  to  concentrate  on 
further  diversification  of  the  business,  as  both  good  business  and 
good  public  policy. 

We  shouldn't  be  surprised,  though,  that  the  dollar  magnitudes 
have  the  shape  of  the  distribution  that  you  referred  to.  Because  the 
whole  financial  system  has  that  same  shape.  If  we  combine  banks 
and  thrifts  together,  there  are  12,000  financial  institutions.  There 
are  20  very  big  ones,  there  are  a  hundred  pretty  big  ones,  and  all 
the  rest  are  medium  sized  to  small  ones,  in  dollar  magnitude.  So 
we  would  naturally  expect  to  see  that  same  sort  of  dollar  volume 
distribution  reflected  back  into  an  institution  like  ours,  which  deals 
with  the  financial  system  generally. 

Chairman  Baker.  If  I  may,  Mr.  DelliBovi,  rather  than  get  you 
to  respond,  I  will  let  other  Members  ask  questions. 

Mr.  Kanjorski. 

Mr.  Kanjorskl  Mr.  Pollock,  I  am  very  much  interested  in  learn- 
ing more  about  your  idea  of  a  consolidation  or  a  central  holding 
company. 

My  friends  on  the  other  side  in  the  new  Congress  have  deter- 
mined that  centralization  is  an  evil  factor  in  our  system.  We  now 
have  a  policy  of  devolving  power  to  the  States.  But  it  seems  to  me 
in  the  financial  services  industry,  and  most  particularly  the  Fed- 
eral Home  Loan  Bank  System,  you  think  centralization  is  good  and 
uniform  policy.  How  does  that  comport?  I  don't  understand. 

Mr.  Pollock.  Congressman,  I  think  there  are  two  senses  of  cen- 
tralization. One  is  centralization  in  the  government,  in  Washing- 
ton. 

Mr.  Kanjorski.  That  is  evil.  But  centralization 

Mr.  Pollock.  I  would  say  sometimes  it  is  evil,  but  there  is  a 
difference. 

Mr.  Kanjorskl  The  centralization  of  large  corporations  and  in- 
dustries, whether  it  is  communications  or  finance  or  technology 

Mr.  Pollock.  The  other  is  a  business  question  of  what  is  the 
right  scale  for  a  common  management  control.  As  the  chairman 
suggested,  what  I  am  in  favor  of  there  is  the  ability  of  the  organi- 
zation to  decide  what  would  work  best. 

Mr.  Kanjorskl  But  one  of  the  arguments,  Mr.  Pollock,  of  my 
friends  on  the  other  side,  for  devolution  of  government  authority 
back  to  the  States,  is  we  have  50  laboratories  out  there.  Why  do 
you  want  to  do  away  with  the  laboratories  for  the  Home  Loan  Bank 
System? 

I  mean,  quite  frankly,  in  the  testimony  I  have  heard,  California 
does  something  significantly  different  from  Pennsylvania  or  New 
York.  I  happen  to  favor  New  York  and  Pennsylvania,  the  way  they 
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handle  the  system.  But  at  least  we  have  great  diversity  in  experi- 
mentation. But  if  you  put  it  under  central  authority  you  will  have 
a  very  large,  huge  institution  that  will  have  a  monolithic  approach 
to  the  whole  process.  We  will  create  a  giant. 

Mr.  Pollock.  The  Home  Loan  Bank  System,  Congressman,  as 
you  know,  is  already  very  big.  It  is  the  third  largest  financial  insti- 
tution in  the  country,  surpassed  only  by  Fannie  Mae  and  Citicorp, 
both  highly  innovative,  extremely  successful  organizations. 

Mr.  Kanjorskl  What  is  the  government  entity  that  is  going  to 
be  bright  enough,  large  enough  and  financially  powerful  enough  to 
regulate  and  watch  over  the  activities  of  this  great  giant  that  we 
are  going  to  create? 

Mr.  Pollock.  We  could  move  toward  structuring  an  entity  which 
would  look,  as  I  suggested,  with  the  same  regulatory  and  legisla- 
tive principles  at  all  housing  GSEs  and  manage  it  very  well,  in  my 
estimation. 

Mr.  Kanjorski.  But  you  know  there  is  even  a  move  on  to  do 
away  with  some  of  the  departments  of  the  Federal  Government 
that  would  in  some  way  be  involved  in  regulation,  management  or 
understanding  these  institutions.  They  won't  even  be  around.  So, 
eventually,  we  will  have  to  contact  the  Departments  of  Commerce 
in  the  50  States,  because  we  won't  have  a  Federal  Department  of 
Commerce. 

I  am  just  wondering — I  am  not  sure  that  for  organizational  struc- 
ture there  is  an  efficiency  there.  I  am  just  suggesting  perhaps  uni- 
formity is  not  what  we  are  all  looking  for.  We  are  looking  for  some 
experimentation  and  imagination  out  there  in  the  field. 

Mr.  Pollock.  May  I  say.  Congressman,  I  fully  agree  with  the 
last  point,  and  I  think  it  is  true  to  say  the  home  loan  banks  are 
not  so  different  as  has  been  suggested  here.  One  of  the  things  we 
ought  to  get,  no  matter  what  we  do  with  structure,  is  a  lot  more 
innovation  and  experimentation.  And  the  way  you  do  that  is 
through  the  action  of  markets.  Because  the  market  discipline  will 
make  you  keep  thinking  of  how  you  carry  out  your  mission  better 
and  better  and  in  new  ways  or  else  you  won't  be  around  to  come 
here  and  talk  to  you  all. 

I  saw  a  sign  in  a  store  in  Washington  yesterday,  which  may  be 
appropriate,  as  I  was  thinking  about  my  testimony.  It  said,  "de- 
velop, evolve  or  perish."  I  think  that  is  true  of  everything. 

Mr.  Kanjorskl  I  understand  that.  And  I  was  just  thinking,  I 
read  a  report  on  NASDAQ  the  other  dav.  When  you  were  talking 
about  the  holding  company  and  consoliaation,  gee,  we  could  have 
the  New  York  Stock  Exchange  to  take  over  all  the  stock  exchanges 
in  the  country.  We  would  have  uniform  rules.  We  would  have  more 
direct  and  more  efficient  regulation. 

Mr.  Pollock.  Congressman,  while  as  a  manager  one  might  think 
how  much  fun  it  would  be  to  run  a  merged  GSE  system,  I  certainly 
wouldn't  propose  it. 

Mr.  Kanjorskl  What  was  your  thought  on  that,  Mr.  DelliBovi? 

Mr.  DelliBovl  I  will  tell  you,  Mr.  I^njorski,  I  think  the  issue 
of  the  holding  company,  it  is  clearly  a  difficult  issue.  And  it  is  not 
because  of  people  worried  about  their  jobs.  Because  in  this  day  and 
age,  because  of  the  parachutes  that  would  be  created  in  such  an 
event,  I  don't  think  people  would  have  to  worry  about  that. 
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It  really  comes  down  to  the  heart  of  regionalism.  Our  district  is 
certainly  a  lot  different  than  the  ones  in  the  West,  even  different 
than  the  neighbor  in  New  England  and  somewhat  different  than 
our  neighbor  to  the  immediate  west  in  Pennsylvania. 

And  I  think  if  you  look  at  what  each  of  the  three  home  loan 
banks  in  the  Northeast  do  is  they  send  people  out  to  those  commu- 
nities and  neighborhoods,  developing  local  kinds  of  initiatives,  help- 
ing them — ^helping  those  local  banks  who  run  their  balance  sheets 
with  our  credit  products,  our  community  investment  products,  our 
AHP.  And  if  we  had  a  large  conglomerate,  I  mean  they  would  still 
be  making  calls  but — I  kid  my  sales  force,  I  say  as  long  as  we  have 
got  21  members,  you  will  always  have  a  top  20  customers. 

But  who  do  you  focus  on?  And  there  is  a  tendency  to  focus  on 
the  bigger  customers.  I  think  that  is  true  of  any  business.  And  the 
penetration  that  is  important,  if  you  are  going  to  have  community 
banks  survive,  I  think  would  be  lost  if  you  had  one  large  conglom- 
erate. 

I  don't  know  where  it  would  be  located.  The  idea  of  regional  advi- 
sory boards  is  an  issue.  I  mean,  members  are  not  going  to  put  their 
capital  up,  at  least  my  members,  55  percent  of  whom  are  vol- 
untary. If  I  told  them  that  they  could  elect  members  to  an  advisory 
board,  they  would  say,  fine,  you  can  send  me  my  capital  back,  and 
I  will  be  on  the  advisory  board.  They  know  what  that  is. 

Mr.  Kanjorski.  By  advisory  equity,  right? 

Mr.  DelliBovi.  Well,  maybe  they  would  have  some.  Maybe  they 
would  give  me  goodwill  equity.  That  was  a  term  we  used  to  have 
here.  So  maybe  I  would  get  goodwill  advisory  equity  or  something. 

Mr.  Kanjorski.  I  just  thought,  Chicago  is  probably  centrally 
located. 

Chairman  Baker.  Baton  Rouge  looks  pretty  good  to  me. 

Mr.  LoBiondo. 

Mr.  LoBiondo.  Thank  you,  Mr.  Chairman. 

Mr.  DelliBovi,  in  your  written  statement,  you  discussed  what  you 
consider  to  be  overregulation  of  the  banks.  Your  example  was  the 
prohibition  on  day  late  overdrafts  for  the  home  loan  banks.  Could 
you  please  explain,  first,  why  you  believe  the  banks  should  be  al- 
lowed to  engage  in  this  activity;  and,  second,  how  such  activity 
would  be  consistent  with  the  banks'  obligation  to  provide  housing 
finance? 

Mr.  DelliBovi.  We  provide  housing  finance  to  our  members  who 
are  active  participants  in  the  pajrments  system.  Daylight  overdrafts 
are  a  kind  of  interesting  creation,  because  they  are  a  technological 
development.  They  weren't  authorized  by  statute.  There  was  a  time 
when  we  didn't  have  the  technical  capacity  to  track  an  inter-day 
overdraft.  That  is  really  what  they  call  them. 

When  I  first  came  into  this  business,  I  said,  well,  how  did  they 
do  this  in  the  old  days?  And  the  answer  was,  well,  in  the  old  days, 
they  used  to  book  all  the  credits  and  then  book  the  debits.  And  I 
guess  that  was  a  way  of  dealing  with  it. 

Now  these  things  are  flying  in  at  every  hour  of  the  day  and 
night.  Our  payments  of  our  advances  come  in  earlier  in  the  day 
when  the  advances  have  to  be  paid.  Many  of  our  members — take, 
for  instance,  in  your  district.  Collective  Federal  Savings  Bank,  they 
are  increasingly  moving  to  transactions  on  the  automated  clearing- 
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house.  So  they  have  customers  in  Egg  Harbor,  for  instance,  who  get 
their  mortgage  payment  automatically  debited  by  this  automated 
clearinghouse  from  their  checking  account,  at  Collective  Federal. 
The  people  at  Collective  Federal  have  no  idea  what  time  of  day  this 
is  going  to  happen,  and  so  these  items  come  in. 

So  we  find  out  that  we  are  not  interested  in  borrowing  overnight, 
we  just  want  to  be  able  to  have  the  ability  to  compete. 

Some  have  said,  well,  why  didn't  you  get  that  when  the  home 
loan  banks  were  set  up  in  1933?  Well,  that  kind  of  business  wasn't 
going  on.  There  weren't  these  daylight  overdrafts. 

We  looked  at  the  Federal  statute.  It  appears  to  us  that  Fannie 
Mae  and  Freddie  Mac  have  access  to  these  products  at  the  Fed, 
and  we  think  it  would  be  fair  to  our  customers  to  have  it  as  well. 

It  is  also  important  to  Mr.  Darr's  operation  in  terms  of  the  debt 
issuance,  but  I  won't  pretend  to  know  the  technicalities  of  that.  He 
may  want  to  comment  on  why  it  is  important  to  him. 

Chairman  Baker.  Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Mr.  Pollock,  in  talking  about  this  consolidation,  I  have  had  a 
question  which  I  would  ask  to  both  of  the  presidents  of  the  banks. 
Every  bank  sets  a  different  dividend  for  their  members,  which  I  am 
surprised  at  and  interested  in.  One,  I  would  like  to  know  what  that 
is  based  upon;  and,  second  of  all,  if  we  went  to  this  consolidated 
structure  where  we  had  a  single  bank  holding  company  with  12  re- 
gional branches,  I  guess,  would  we  still  have  12  different  dividend 
rates  or  would  we  have  a  single  dividend  rate  and  how  would  that 
be  set? 

Mr.  Pollock.  There  are  different  ways  you  could  do  it,  but  I 
think  that  the  holding  company  clearly  would  take  you  to  a  stand- 
ard dividend.  The  reason  the  dividends  differ  now  is  because  you 
have  12  separate  corporations.  Each  one  has  its  own  profit  and  loss 
statement.  It  therefore  generates  somewhat  different  earnings  and 
those  earnings  relative  to  its  capital  turn  into  its  return  on  equity 
and  its  dividend  rate. 

In  fact,  the  operations  of  the  banks  are  extremely  similar:  We  all 
deal  in  the  same  products,  we  fund  in  the  same  markets,  we  oper- 
ate in  a  very  similar  way.  As  the  abnormalities  introduced  into  the 
different  balance  sheets  of  the  home  loan  banks  bv  FIRREA,  and 
by  the  tremendous  liquidation  of  thrift  advances  which  followed  in 
its  wake,  work  their  way  through  the  balance  sheets  and  dis- 
appear, we  are  already  seeing  and  we  will  continue  to  see  a  very 
strong  narrowing  of  the  range  of  results.  The  home  loan  bank  re- 
sults look  more  and  more  like  each  other  and  we  operate  in  a  tight- 
er ROE  band,  or  regression  to  the  mean,  to  use  the  statistical  term. 

Mr.  Bentsen.  If  we — if  we  have  12  different  P&Ls  right  now  be- 
cause we  have  12  different  banks  and  we  went  to  a  centralized 
bank  with  12  different  branches  or  12  different  subsidiaries  or 
whatever,  wouldn't  we  still  have  12  different  P&Ls? 

Mr.  Pollock.  You  would  have  12  subsidiary  P&Ls,  but  one  cor- 
porate P&L — just  like  Citicorp,  PNC  Corp.,  Bank  One,  or  anybody, 
you  would  have  one  corporation. 

Mr.  Bentsen.  PNC  Corp.,  or  Bank  One  or  Citicorp,  when  they 
look  at  their  divisions,  the  managers  look  at  their  divisions  and 
they  say  that,  you  know,  the  corporate  guys  are  making  money  and 


91 

the  lending  guys  are  making  money  and  the  muni  guys  are  losing 
money  like  they  always  do,  and  the  other  groups  are  making 
money.  They  then — at  some  point,  they  have  to  consolidate  that 
when  they  get  to  their  final  P&L,  so  why 

Mr.  Pollock.  We  would,  too,  of  course.  There  would  be  a  genu- 
ine consolidated  statement  which  the  home  loan  banks  would 
produce  and  which  would  reflect  the  total  result  of  the  enterprise. 

Mr.  Bentsen.  So  if  we  could  do  that  under  a  consolidated  sys- 
tem, why  couldn't  we  do  that  now  under  a  decentralized  system? 

Mr.  Pollock.  Because  we  are  not  one  corporation.  We  are  12 
corporations.  Plus  an  Office  of  Finance,  plus 

Mr.  Bentsen.  Let  me  ask  you  that,  very  quickly.  Is  that  a  math- 
ematical problem  or  is  that  a — or  is  that  just  a  structural  problem? 

Mr.  Pollock.  That  is  a  legal  problem — it  is  created  by  the 
statute. 

Mr.  Bentsen.  A  legal  problem. 

Mr.  Pollock.  Could  I  just  mention,  too 

Mr.  Bentsen.  Sure. 

Mr.  Pollock  The  only  tie  breaker  in  the  system  now  for  cor- 
porate decisions,  is  the  Federal  Housing  Finance  Board.  So  it,  in 
important  ways,  acts  as  corporate  management  of  the  home  loan 
bank  enterprise,  so  to  speak,  but  at  the  same  time  it  is  supposed 
to  be  regulating  the  home  loan  banks.  As  we  all  know,  that  is  one 
of  these  issues. 

But  if  you  look  at  the  original  statute,  clearly  the  Home  Loan 
Bank  Board  in  those  days  was  meant  to  act  as  tne  corporate  man- 
agement of  the  Home  Loan  Bank  System  and  did.  And  there  I 
think  we  see  the  problems  of  having  a  government  manager  of  a 
banking  enterprise,  which  I  would  not  recommend  under  any 
circumstances. 

Mr.  Bentsen.  Is  it  conceivable  that — is  it  conceivable  that  some 
banks — putting  the  legal  issue  aside  or  the  structural  issue  aside, 
is  it  conceivable  that  some  banks  pay  a  higher  dividend — let  me  re- 
phrase this.  Is  it  conceivable  that  some  banks  are  seeking  a  higher 
return  on  investment  of  unpledged  capital  or  unused  capital  in 
order  to  pay  higher  dividends  than  other  banks  are? 

Mr.  Pollock.  I  think  if  you  look  at  the  dividend  goals  among  the 
banks,  we  each  have  articulated  a  very  similar  idea  in  somewhat 
different  ways.  Of  course,  as  a  manager,  you  are  charged  with 
making  resources  productive,  to  quote  Peter  Drucker.  That  is  what 
a  manager  does.  Ajid  making  your  capital  productive  means  gener- 
ating an  adequate  return  on  the  capital,  which  is  what  you  are 
charged  to  do. 

Mr.  Bentsen.  Should  a — I  mean  what — again,  should — is  there 
a  reason  why  the  Pittsburgh  Bank  should  pay  a  higher  dividend 
than,  say,  the  Dallas  Bank?  Is  there — is  that  a  management  reason 
or  is  that  a  mathematical  reason? 

Mr.  Pollock.  As  we  are  currently  structured,  that  is  the  result 
of  whatever  the  bank  earns,  the  asset-liability  decisions  it  makes, 
the  spreads  it  commands,  the  leverage  it  runs  at,  the  expense  it  is 
rim  at,  all  the  things  that  determine  the  profit. 

Mr.  Bentsen.  So— and  so,  taking  out  the  fixed  cost  of  REFCORP, 
AHP,  then  it  comes  down  to 

Mr.  Pollock.  Those,  obviously,  also  come  out  of  the  equation. 
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Mr.  Bentsen,  Sure,  sure.  So  then  the  bank  through  its  manage- 
ment structure  has  to  decide  how  much  it  is  going  to  make  and 
how  much  dividends  it  is  going  to  pay. 

Thank  you,  Mr.  Chairman. 

Mr.  DelliBovi.  If  I  may,  Mr.  Chairman,  I  would  Uke  to  comment 
on  that  question,  because  I  think  a  couple  of  points  need  to  be 
made.  We  are,  Mr.  Bentsen,  owned  by  our  stockholders,  and  that 
ownership  resides  in  the  district.  So  it  is  appropriate  from  their 
point  of  view  that  the  decisions  on  the  dividends  be  made  with 
their  capital  in  mind. 

Most  of  the  members  of  my  bank  regard  that  capital  as  a  signifi- 
cant item.  They  are  concerned  about  it.  They  like  to  know  what  is 
being  done  with  it.  They  sleep  better  at  night  because  they  elect 
people  they  know  to  be  managing  the  bank  as  the  directors. 

AJnd  I  would  dare  say  that  for  any  elected  director  of  any  of  the 
12  banks,  one  of  the  most  frequent  questions  that  he  gets  as  he  or 
she  travels  around  from  his  peers,  is  what  is  the  story  on  the  divi- 
dend, what  is  the  story  about  the  investment  policies.  Each  of  these 
members  is  very  concerned  about  the  capital  that  they  have  en- 
trusted to  us,  particularly  the  voluntary  membership. 

Just  on  the  earnings  and  the  dividend  structure,  obviously,  the 
banks  pay  out  only  what  they  can  earn.  If  they  don't  earn  money, 
they  can't  pay  it  out  in  a  dividend  or  in  any  other  form.  And  so 
any  difference  in  earnings  is  directly  related  to  the  operating  strat- 
egies of  each  of  the  banks.  Some  of  the  banks  may  price  advances 
a  little  bit  lower  than  others.  Some  are  paying  more  attention  to 
dividends. 

In  the  New  York  Bank  we  are  very  active  in  soliciting  deposits. 
We  run  as  a  cooperative.  And  though  I  have  270  members,  161  of 
which  borrowed  last  year,  every  one  of  those  who  didn't  borrow  last 
year  we  are  constantly  calling  and  saying,  well,  if  you  didn't  bor- 
row, how  about  depositing?  And  we  have  not  only  a  top  40  cus- 
tomers of  borrowers  but  another  top  40  of  depositors,  and  we  use 
their  money  to  help  fund  the  operation. 

So  it  is  a  true  cooperative,  and  we  keep  our  eye  on  the  dividend, 
because  that  enables  our  customers  to  understand  that,  by  doing 
business  with  us,  they  help  us  and  they  help  themselves. 

Mr,  Bentsen.  I  appreciate  it.  I  understand  there  is  an  oppor- 
tunity cost  involved  with  a  member  in  deciding  where  they  are 
going  to  put  their  capital,  and  they  have  to  consider  their  return. 
But  I  think  we  also  need  to  consider  from  our  standpoint  as  to 
whether  or  not  the  system  is  there  for  the  sake  of  creating  the  mar- 
ket or  for  the  sake  of  creating  the  dividends.  And  if  it  is  there  for 
the  sake  of  creating  the  dividends,  then  it  probably  isn't  something 
that  we  should  be  pursuing.  I  think  that  has  gotten  away  from  our 
strategy. 

And  I  guess  it  depends  on  how  people  are  pricing  or  setting  the — 
rather,  setting  the  return.  If  it  is  set — and  I  read  that  it  is  set  at 
a  rate  near  a  90-day  Treasury  or  some  average  based  upon  that, 
sometimes  it  is  over  that.  And  the  question  is,  how  does  that — and 
I  am  not  sure  mathematically,  but  how  that  works  out  compared 
to  what  other  benefits  members  are  getting  fi-om  the  system  in 
terms  of  cheaper  money,  which  allows  them  to  underwrite  more 
mortgages  and  presumably  make  a  spread  off  the  mortgage  when 
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they  underwrite  it,  either  through  the  sale  costs,  servicing  costs,  or 
whatever,  all  those  factors,  all  in  the  profit  that  he  may  receive. 

Mr.  DelliBovi.  We  basically  say  it  is  a  wash.  We  try  not  to 
make  it  a  disadvantage.  We  try  and  make  the  stock  perform  equal 
to  a  similar  investment  that  they  might  have  if  they  didn't  have 
this  investment  where  they  can  get  their  money  back  in  less  than 
a  year. 

Chairman  Baker.  If  we  can,  I  need  to  recognize  the  chairman. 
He  has  been  very  patient  and  waiting. 

Mr.  Chairman. 

Mr.  Leach.  Thank  you,  Mr.  Chairman. 

First,  let  me  just  compliment  the  quality  of  our  witnesses  and 
say,  in  my  judgment,  this  is  one  of  our  problems.  You  might  say, 
what  do  I  mean  by  that? 

John  Locke  once  wrote  that  there  is  nothing  more  dangerous 
than  a  good  prince.  What  we  have  now  heading  the  Federal  home 
loan  banks  are  some  very  competent  individuals.  I  dealt  with  Mr. 
DelliBovi  when  he  was  at  HUD.  I  thought  you  were  one  of  the  most 
competent  HUD  officials  in  recent  years.  Mr.  Pollock  comes  with  a 
sterling  reputation.  Probably  next  to  Des  Moines,  these  are  the  two 
best-run  banks  in  the  system. 

Now,  having  said  that,  you  may  wonder  why  I  wanted  to  throw 
a  head  of  cabbage  in  the  soup.  And  part  of  it  relates  to  a  bench- 
mark event  that  occurred  last  year  and  that  this  subcommittee  has 
to  understand.  Year  to  year,  June  30  to  June  30,  we  saw  a  signal 
thing  happen  in  the  Federal  Home  Loan  Bank  System.  More  of 
your  assets  are  now  in  investments  than  they  are  in  advances. 

Mr.  DelliBovi  has  a  brilliant  testimony  and  talks  about  home- 
ownership,  the  need  to  serve  community  institutions,  and  so  forth; 
and  yet  as  I  look  at  the  statistics  of  your  bank,  I  find  that  in  the 
last  year  advances  at  your  bank,  this  means  to  institutions,  de- 
clined by  nearly  $750  million.  But  your  investments  in  term  Fed- 
eral funds  more  than  doubled  from  $6,196  billion  to  $12,994  billion. 
Your  advances  declines  were  matched  only  by  San  Francisco.  Your 
investment  increases  were  matched,  in  percentage  terms,  only  by 
Des  Moines. 

Now  let  me  go  over  some  of  your  investments.  As  of  August  31, 
1995,  the  Federal  Home  Loan  Bank  System  held  $3.7  billion  of  un- 
secured exposure  to  Japanese  counterparties.  It  held  $17.1  billion 
of  unsecured  exposure  to  all  foreign  counterparties.  It  held  $31.3 
billion  of  unsecured  exposure  to  the  top  25  counterparties. 

Now,  this  is  a  system  whose  rationale  for  existence  is  to  serve 
American  housing.  And  you  have  got  more  money  in  investments 
than  you  do  in  advances  to  your  members. 

You  have  come  to  this  Congress  and  you  have  asked  three 
things.  Mr.  DelliBovi,  speaking  for  the  whole  system,  as  chairman 
of  the  Legislative  Committee,  says  the  Banks  want  the  capital  ra- 
tios reduced  to  the  same  level  as  the  other  GSEs.  That  means  to 
2.5  percent.  Extraordinary. 

The  second  thing  the  system  wants  is  more  leverage  in  terms  of 
its  investments  so  that  the  banks  can  arbitrage  more  GSE  prod- 
ucts. So  this  Congress  is  supposed  to  endorse  a  system  that  allows 
one  GSE  to  arbitrage  another  GSE.  There  is  a  theoretical  social 
purpose  in  all  this,  but  let  me  tell  you,  it  is  pretty  skinny. 


94-027    96-4 


94 

And  the  third  thing  you  have  come  to  Congress  and  suggested  is 
that  you  want  authority  to  be  decentralized  to  each  individual  in- 
stitution, so  that  each  bank  can  go  in  whatever  area  it  wants.  And 
so,  again,  so  that  there  is  no  misunderstanding,  that  implies  that 
each  GSE  would  have  a  mandate  not  merely  equal  to  but  greater 
than  Fannie's  and  Freddie's.  They  can  get  into  any  area.  And 
as  it  works  out,  the  only  requirement  for  membership  in  the  sys- 
tem is  that  about  10  percent  has  to  be  in  some  sort  of  housing 
endeavor. 

Now,  let  me  read  what  the  Federal  Reserve  stated  in  its  written 
testimony  to  this  Congress — that  if  Congress  intended  to  use  the 
Federal  Home  Loan  Bank  System  to  encourage  small  institutions 
to  extend  a  larger  volume  of  mortgage  credit,  the  data  suggest  that 
most  advances  are  not  used  for  that  purpose.  And  so.  A,  you  are 
making  investments;  B,  the  advances  are  not  tied  specifically,  al- 
though they  are  somewhat  tied,  to  housing.  And  then  only  $4  bil- 
lion, and  this  is  of  a  total  of  $262  billion  in  system  advances  as  of 
June  30,  went  to  institutions  under  $100  million. 

So  let  me  just  ask  Mr.  DelliBovi,  of  your  bank,  what  percentage 
of  your  advances  goes  to  the  10  largest  institutions? 

Mr.  DelliBovi.  While  I  am  getting  that  number,  Mr.  Chairman, 
I  think  it  is  important  to  respond  to  your  comments  with  regard 
to  the  investment  portfolio  first  by  saying  that  the  extent  that 
we  have  investments  in  the  system  has  been  clearly  related  to 
the  FIRREA  obligations  and  the  need  to  earn  those  obligations. 
When  the  retained  earnings  of  the  home  loan  banks  were 
nationalized 

Mr.  Leach.  Excuse  me.  Congress  did  not  mandate  you  to  make 
these  investments  for  FIRREA.  You  have  rationalized  these  invest- 
ments because  of  FIRREA.  That  is  a  very  different  circumstance. 
But  I  will  grant  that  Congress  has  imposed  upon  you  obligations 
that  may  or  may  not  have  been  credible  and  that  they  are 
awesome. 

But  there  is  one  aspect,  and  it  comes  back  to  Mr.  Bentsen,  that 
I  would  like  to  lay  on  the  table.  There  is  a  theory  that  because  one, 
an  institution,  might  hold  stock  at  the  bank,  it  deserves  a  return 
on  investment.  That  is  a  credible  theory. 

On  the  other  hand,  the  bank  earns  in  two  ways.  One,  the  percent 
return — maybe  an  average  is  7^2  or  something  in  that  range.  On 
the  other  hand,  it  earns 

Mr.  Pollock.  Six  and  a  quarter,  Mr.  Chairman. 

Mr.  Leach.  Fair  enough.  It  earns  in  a  second  way  and  that  is 
through  the  right  to  borrow  at  below  market  rates  so  that  loans 
can  be  made  at  market  rates.  There  is,  therefore,  a  kind  of  double 
earning.  One  shouldn't  be  clouded  by  assuming  that  the  only  earn- 
ing is  the  percent.  But  please,  Mr.  DelliBovi  was  going  to  respond. 

Mr.  DelliBovi.  Well,  first  I  want  to  point  out  that  we  do  have 
a  very  unique  set  of  financial  obligations  to  discharge.  There  is  this 
much  discussed  $300  million  REFCORP  assessment,  and  I  am  de- 
lighted that  the  Banking  Committee  has  worked  as  hard  as  it  has 
to  resolve  that  issue.  I  hope  that  resolution  will  go  forward. 

Mr.  Leach.  As  I  do. 

Mr.  DelliBovi.  But  there  were  a  lot  of  other  actions  that  were 
taken  besides  REFCORP  at  that  time  and  maybe  because  of  the 
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fascination  with  REFCORP  and  the  pubhcity  that  has  been  focused 
on  it,  we  forget  about  some  of  those  other  actions  that  don't  get  a 
lot  of  attention  because  they  took  place  some  years  ago. 

The  nationalization  of  the  $2.7  billion  in  retained  earnings  is  one 
of  those  actions.  The  income  on  those  funds,  which  the  banks  have 
built  up  over  more  than  50  years,  would  amount  to  over  $160  mil- 
lion a  year  today  at  our  relatively  low  interest  rates. 

I  submit  to  you,  to  both  chairmen  here,  that  the  bank  system 
would  be  perfectly  willing  to  shrink  its  investment  portfolio  dra- 
matically if  you  would  simply  give  us  back  the  $2.7  billion  that  was 
nationalized  in  1989.  So  there  are  a  lot  of  facts  here  that  have  to 
be  kept  in  mind. 

In  terms  of  the  advances,  75  percent  of  our  advances  at  the  New 
York  bank  are  to  our  top  10  customers.  We  have,  as  I  mentioned, 
161  customers  who  borrowed  last  year,  out  of  270  members.  Of 
those  161,  some  of  them  are  very  small  institutions.  The  fact  that 
we  are  available  to  them  is  very  important. 

Now,  we  are  not  like  the  secondary  market.  We  don't  buy  mort- 
gages. So  it  is  very  hard  to  see  how  an  individual  banker  uses  our 
funds,  but  we  know  this.  The  members  of  our  bank  are  originating 
mortgages,  they  are  active  in  the  consumer  credit  field,  they  are 
creating  jobs,  tney  are  making  their  communities  helpful,  they  are 
serving  their  communities,  they  are  not  redlining  their  commu- 
nities Dy  closing  down  the  branches.  They  are  making  the  loans 
that  create  jobs  in  the  neighborhood,  and  we  think  that  is  good 
business  for  us. 

Mr.  Leach.  Well,  my  time  is  expired. 

I  want  to  throw  out  only  one  other  statistic,  just  so  that  the  sub- 
committee is  aware. 

I  asked  a  question  of  Mr.  Morrison  how  the  bank  system  grew 
last  year  and  he  responded  12  percent,  and  that  I  think  related  to 
the  year  1994.  But  on  a  year-to-date  basis,  on  June  30,  it  had 
grown  33.2  percent,  a  fairly  healthy  rate  of  increase  in  the  size  of 
assets  when  the  inflation  rate  was  less  than  4  percent.  In  terms 
of  their  mushrooming  growth,  these  institutions  have  very  quickly 
taken  on  a  very  different  character.  And  it  is  the  responsibility  of 
this  Congress  to  ask  such  questions  as:  Is  the  Federal  Home  Loan 
Bank  System  in  the  public  interest,  what  are  the  alternatives  to  it, 
did  we  intend  this  Federal  Loan  Bank  System  to  compete  with  the 
role  of  the  Federal  Reserve  Board? 

Is  it  not  ironic  that  the  system  is  eagerly  using  incentives  to  en- 
courage people  to  rely  on  Federal  resources,  whereas  the  Fed  has 
disincentives,  and  is  this  a  better  way  to  control  the  banking  sys- 
tem or  not?  I  think  these  are  large  philosophical  questions. 

I  thank  the  chairman. 

Mr.  DelliBovi.  If  I  may,  Mr.  Chairman,  I  think  that  they  are 
very  important  questions  and  I  appreciate  the  fact  that  the  chair- 
man of  the  full  committee  is  here  as  well  as  the  subcommittee,  be- 
cause if  we  could,  at  the  New  York  bank,  for  instance,  reduce  our 
investment  portfolio  by  50  percent  and  instead  take  $1  billion — in 
other  words,  we  reduce  $7  billion  out  of  the  investment  portfolio 
and  could  invest  $1  billion  in  community  assets  in  partnership  with 
our  members,  the  kinds  of  community  development  activities  that 
would  be  creditworthy  because  they  would  be  done  on  a  blended 
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basis  in  participation  with  our  members,  I  could  easily,  if  I  just 
made  70  basis  points  on  that,  overcome  what  I  lost  by  shrinking 
the  balance  sheet.  But  I  could  also  create  a  lot  of  jobs  and  do  a  lot 
of  good  and  not  lose  any  money,  not  take  on  any  credit  risk. 

So  I  think  it  is  very  important  that  as  the  Cfongress  looks  at  the 
system,  they  look  at  the  mission  and  see  whether  there  are  changes 
in  the  opportunities  that  our  members  have,  changes  in  the  way 
our  members  operate  that  we  might  participate  in.  We  might  have 
a  smaller  system,  but  I  think  we  could  be  more  effective  in  doing 
that  and  in  paying  our  obligations.  And  I  would  hope  that  the  en- 
tire subcommittee  would  keep  their  mind  open  to  that  because  it 
is  not  just  housing.  It  is  also  economic  development.  It  is  also  the 
need  for  people  to  have  jobs  so  they  can  pay  for  that  housing. 

Chairman  Baker.  And  for  the  record,  you  will  follow  up  when 
you  are  able  with  the  chairman's  question  about  the  top  10  cus- 
tomers in  the  advance  issue? 

Mr.  DelliBovi.  I  thought. 

Mr.  Leach.  He  answered  it. 

Mr.  DelliBovi.  Seventy-five  percent. 

Mr.  Leach.  And  the  chairman  apologizes.  The  precise  answer  is 
75.6,  but  I  appreciate — it  is  close  enough. 

Mr.  Kanjorski.  Mr.  Chairman? 

Chairman  Baker.  Yes. 

Mr.  Kanjorski.  On  the  top  ten,  Mr.  DelliBovi,  what  portion  of 
the  deposits  do  they  have  in  the  New  York  system? 

Mr.  DelliBovi.  The  top  10?  The  top  10  depositors  or  the  top  10 
borrowers? 

Mr.  Kanjorski.  No.  The  top  10  banks  that  you  provided  the 
funds  to.  What  do  they  represent  that  was  75  percent  of  what  your 
funds  went  to?  What  do  they  represent  in  assets  in  your  system? 

Mr.  DelliBovi.  I  will  have  to  answer  that  question  for  the 
record. 

Mr.  Kanjorski.  Is  it  more  or  less,  do  you  know? 

Mr.  DelliBovi.  I  suspect  it  would  be  less  than  the — are  you  talk- 
ing about  of  our  members'  assets? 

Mr.  Kanjorski.  Yes.  The  top  10  banks  that  you  are  making  the 
loans  to.  Do  they  represent  75  percent  of  all  the  assets  in  the  New 
York  system  or  more? 

Mr.  DelliBovi.  We  will  have  to  run  that  calculation,  Mr.  Kan- 
jorski. I  just  don't  know.  We  haven't  looked  at  it. 

[The  information  referred  to  can  be  found  on  page  313  in  the 
appendix.] 

Chairman  Baker.  Mr.  Bachus. 

Mr.  Bachus.  Thank  you,  Mr.  Chairman. 

I  am  sure  that  you  all  know  that  when  we  go  out  and  talk  to  our 
constituents,  probably  the  worst  question  that  we  can  be  asked  is 
how  do  you  justifv  your  salary?  That  is  a  hard  thing  to  do,  but  I 
want  to  ask  you  all  that  same  hard  question. 

I  have  looked  at  the  salaries  of  each  of  the  Federal  Home  Loan 

f)residents,  which  you  all  represent,  and  I  am  surprised  at  how 
arge  those  salaries  are.  The  base  salary  I  think,  1994,  was 
$240,000,  and  then  with  bonuses,  maybe  $290,000.  How  do  you— 
will  you  comment  on  that?  How  are  these  salaries  determined?  Do 
the  member  banks  for  each  particular  bank  have  input  into  that? 
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Mr.  Pollock.  I  would  be  very  pleased  to  comment  on  that. 

You  are  not  alone,  of  course,  in  looking  at  those  salaries.  The 
boards  do,  the  Federal  Housing  Finance  Board  does,  and  maybe 
more  importantly,  an  independent  consultant  looked  at  them. 

Our  profession  is  managing  rather  large,  fairly  complex  banking 
organizations.  Relative  to  parallel  jobs  in  commercial  banking,  we 
are  very  much  on  the  low  end  of  the  pay  scale.  The  highest-paid 
Federal  home  loan  bank  president  makes  less  than  the  150th  high- 
est-paid chief  financial  officer  in  American  corporations,  for  exam- 
ple, and  far  less 

Mr.  Bachus.  Of  banks? 

Mr.  Pollock.  Well,  and  far  less  than  private  sector  banks. 

Now,  we  view  that  as  appropriate.  We  would  always  like  to  have 
more,  like  you,  or  any  of  us,  of  course,  but  if  you  think  about  what 
a  GSE  is,  it  is  someplace  between  the  government  and  the  private 
sector,  and  the  pay  scales  are  appropriately  someplace  between 
government  pay  scales  and  private  pay  scales,  and  that  is  exactly 
where  we  are. 

Those  salaries  of  the  presidents  have  to  be  approved  first  by  the 
boards  of  the  bank.  It  is  their  money.  Every  dollar  they  pay  us 
comes  out  of  their  dividend  and  their  return.  So  presumably  if  they 
pay  it,  they  are  making  a  judgment  we  are  worth  it.  They  are  also 
approved,  in  an  interesting  act  of  corporate  management,  by  the 
Federal  Housing  Finance  Board,  Congressman. 

Mr.  Bachus.  OK. 

You  were  talking  about  comparing  them  with  private  bank  presi- 
dents or  a  bank  president,  I  took  the  salaries  and  compared  them 
to  the  Federal  Reserve  presidents,  the  13  of  them.  And  in  every 
case,  I  found  them  to  be  $50,000,  $60,000  above  those.  Just  by  com- 
parison, Mr.  DelliBovi,  your  counterpart  at  the  Federal  Reserve 
New  York,  $217,000  base  pay. 

Mr.  DelliBovl  Did  you  look  at  his  total  picture? 

Mr.  Bachus.  The  what  now? 

Mr.  DelliBovl  The  other  things  that  go  with  being  chairman — 
or  president  of  a  Federal  Reserve  Bank  become. 

Mr.  Bachus.  That  is  what  I  am  asking.  I  didn't  look  at  that.  Tell 
me  what  I  should  look  at. 

Mr.  DelliBovl  I  haven't  looked.  I  know  what  I  earn.  I  think, 
though,  that  a  fair  comparison  with  the  Federal  Reserve  Bank 
presidents  has  to  take  into  consideration  two  things:  One,  they 
don't  operate  a  balance  sheet;  and  two,  there  are  a  lot  of  additional 
perks  that  they  have  that  the  home  loan  bank  presidents  do  not 
have.  So  I  think  it  is  important  that  we  always  look  at  apples  and 
oranges  and  remember  the  apples  are  in  one  place,  the  oranges  are 
in  another. 

Mr.  Bachus.  When  you  say  comparing  apples  and  oranges,  if  we 
just  compared  them  to  private  bank  presidents,  which  is  a  dif- 
ference, and  if  we  compare  them  to  the  Federal  Reserve  presidents, 
how  do  you  compare  your  duties  as  far  as  expertise?  Is  it  com- 
parable or  not  comparable? 

Mr.  Pollock.  We  are  in  between.  Congressman,  which  I  think 
is  appropriate.  The  Federal  Reserve  System  thinks  of  itself  as,  and 
is,  an  arm  of  the  U.S.  Government.  It  is  part  of  the  government. 
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All  of  its  earnings,  which  are  very  large,  of  course,  because  its 
primary  business  is  printing  money,  go  to  the  U.S.  Treasury.  So  all 
of  its  expenses,  including  its  presidents'  salaries,  are  paid,  in  effect, 
by  the  U.S.  Treasury. 

The  home  loan  banks  are  not  a  government  agency.  They  are  a 
government-sponsored  private  corporation  which  runs  like  a  busi- 
ness, and  all  of  the  expenses,  including  the  salaries  of  the  presi- 
dents, are  paid  by  the  shareholders.  The  cases  I  think  are  ex- 
tremely different. 

Mr.  Bachus.  If  I  could  have  another  minute  or  two,  Mr.  Baker. 

Chairman  Baker.  Yes. 

Mr.  Bachus.  What  are  some  of  the  perks  you  were  talking  about 
that  the  Federal  Reserve  presidents  have  that  you  all  don't  enjoy? 

Mr.  DelliBovi.  Mr.  Bachus,  I  don't  want  to  speak  without  infor- 
mation. I  would  propose  that  I  will  report  to  you — I  will  find  out 
and  report  to  you  on  the  Federal  Reserve  presidents  and  also  the 
offices  of  the  other  government-sponsored  housing  enterprises. 

I  think,  by  the  way,  the  first  benchmark,  the  most  logical  thing 
to  mix — to  compare  would  be  the  two  other  government-sponsored 
housing  enterprises.  That  material  I  know  is  readily  available  in 
their  annual  reports  because  they  have  to  file  that  and  I  think  the 
bank  presidents  have  already  collected  that. 

The  Federal  Reserve  Bank  will  probably  take  a  little  bit  more  ef- 
fort, but  I  will  do  whatever  I  can  to  make  sure  we  get  it  for  all  of 
them  and  compare  it  and  provide  it  for  you. 

Mr.  Bachus.  I  do  appreciate  you  doing  that  and  would  very 
much  encourage  you  to  do  it,  welcome  you  in  doing  it,  and  I  appre- 
ciate it. 

I  do  want  to  ask  one  final  question.  We  talked  about  return  on 
capital.  I  believe  Mr.  Drucker,  you  quoted  him  on  productivity.  I 
noticed  that  the  bonus  in  the  past  has  been  based  on  the  profit  of 
the  bank,  and  that  has  now  changed  and  half  the  formula  on  your 
bonus  is  how  much  community  investment  you  make  and  the  other 
half  is  determined  by  the  local  board. 

What  was  the  reason  for  that  change?  Would  you  comment  on 
why  profit  is  no  longer  factored  in,  at  least  unless  the  local  board 
chooses,  in  your  bonus,  and  that  is  a  little  unusual;  isn't  it? 

Mr.  Pollock.  Mr.  Bachus,  one  of  the  corporate  management  ac- 
tivities that  the  Finance  Board  carries  out  is  setting  the  incentive 
compensation  for  bank  presidents,  an  unusual  activity  for  a  regu- 
lator. The  way  the  system  is  set  up  by  the  Finance  Board,  and  they 
would  really  nave  to  comment  on  the  reason  since  it  is  their  sys- 
tem, is  that  part  of  the  formula  is  set  by  them,  part  is  set  by  the 
boards. 

Mr.  Bachus.  Half  of  it  was  set  by  them? 

Mr.  Pollock.  That  is  correct. 

Mr.  Bachus.  And  that  was  the  community  investment 

Mr.  Pollock.  That  is  correct. 

Mr.  Bachus.  I  noticed  Chicago  was  one  of  the  three  highest 
banks  in  community  investment. 

Mr.  Pollock.  That  is  correct. 

Mr.  Bachus.  And  the  other  half  is  left  to  the  local  banks. 

What  do  you — go  ahead  and  give  me  your  comment  on  that 
change  and  now  you  see  that. 
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Mr.  Pollock.  I  think  we  all  agree  it  is  a  little  uncomfortable  to 
have  the  Finance  Board  making  these  decisions.  I  think  they  agree 
with  that. 

As  a  good  manager  who  works  for  the  organization,  whatever 
your  pay  plan  is,  you  do  your  best  to  perform  under  it  and  operate 
for  the  long-term  good  of  the  bank.  If  it  is  just,  that  turns  into  com- 
pensation for  you. 

Mr.  Bachus.  Would  you  all  suggest  that  we  go  back  to  the  old 
formula,  or  that  the  bonus  be  determined  solely  by  the  local  banks? 

Mr.  DelliBovl  I  certainly  would  support  having  a  local  board 
determine  it.  I  know  my  board  would  prefer,  and  they  have  re- 
quested in  recent  years,  in  all  years  since  I  have  been  there,  that 
the  sole  criterion  be  profitability.  And  even  when  they  had  control 
over  that  10  percent,  or  whatever  it  was,  they  made  it  the  same. 
We  think  that  one  simple  indicator,  how  much  you  are  making,  the 
return  on  the  equity,  is  a  very  good  way  to  motivate  our  employees. 
We  will  keep  our  eye  on  the  same  ball  and  we  think  it  should  be 
profitability. 

As  it  is  now,  it  isn't.  So  for  everybody  in  the  company  except  me, 
it  is  profitability  at  the  New  York  Bank.  For  me,  it  is  profitability, 
and  the  average  way — whatever  this  thing — this  formula  was  that 
we  had  dictated.  But  you  know,  this  is  the  price  of  this  kind  of  a 
structure. 

Certainly  the  effort  to — that  has  been  talked  about  by  the  Fi- 
nance Board  to  delegate  responsibility  for  setting  salaries  to  the 
local  boards  would  be  welcomed  in  New  York,  and  I  think  that  is 
part  of  whatever  legislation  you  enact  to  modernize  this  system, 
when  you  separate  safety  and  soundness,  as  I  said  in  my  testi- 
mony, that  is  what  the  government  agencies  should  do. 

The  regulator  should  be  determining  safety  and  soundness,  and 
I  think  by  any  stretch  of  the  imagination  salaries  is  not  a  consider- 
ation unless  they  were — obviously,  you  have  to  have  the  ability  to 
stop  them  from  paying  everything  out,  bankrupting  the  operation, 
but  that  is  a  safety  and  soundness  consideration.  What  percentage 
is  incentive,  comp,  and  how  it  is  calculated  is  a  managerial  func- 
tion. It  is  a  policy  function  that  the  board  or  stockholders  should 
have  control  over. 

Mr.  Bachus.  I  thank  you  gentlemen  for  testifying. 

Chairman  Baker.  Thank  you,  Mr.  Bachus. 

If  for  no  other  reason,  I  appreciate  your  tenacity  in  hanging  in 
through  the  hearing  today  and  appreciate  each  of  your  comments. 
I  know  for  certainty  there  will  be  written  follow-ups  on  matters  of 
great  interest  from  just  an  overview  at  the  end  of  these  2  days. 

They  have  been  most  instructive,  very  helpful,  and  I  believe  it 
will  help  the  subcommittee  in  moving  forward  with  modernization 
proposals  that  we  all  know  are  so  vital. 

So  thank  you  very  much. 

[The  information  referred  to  can  be  found  on  page  314  in  the 
appendix.] 

Mr.  Pollock.  Mr.  Chairman,  may  I  make  one  comment  with 
your  indulgence? 

Chairman  Baker.  Sure. 

Mr.  Pollock.  Chairman  Leach,  having  said  some  nice  things 
about  us,  then  said  some  very  interesting  things  about  the  invest- 
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ment  activities  of  the  banks.  It  is  late  and  we  are  all  tired  of  sitting 
here,  but  I  would  like  to  say,  if  I  may,  that  I  think  a  correct  finan- 
cial understanding  of  the  role  of  investments  in  the  home  loan 
banks  will  lead  us  to  a  very  different  conclusion  than  the  one  that 
Chairman  Leach  suggestea.  I  don't  want  to  take  the  time  of  the 
subcommittee,  but  if  I  may,  I  would  like  to  give  you  a  written  set 
of  comments. 

I  think  if  we  understand  that  financial  assets  are  actually  bun- 
dles of  four  principal  kinds  of  risks,  and  the  risk  specialization  that 
the  home  loan  banks  have  in  liquidity,  interest  rate  and  options 
risk-bearing,  we  will  understand  why  mortgage  investment  makes 
perfect  sense  for  us,  just  as  it  does  for  Fannie  Mae.  By  the  way, 
Mr.  Chairman,  Fannie  Mae  owns  $58  billion  of  mortgage-backed 
securities,  its  own  mortgage-backed  securities,  in  portfolio.  I  am 
very  sorry  Chairman  Leach  left,  because  I  wanted  to  ask  what  kind 
of  circularity  he  would  consider  that  to  be.  However,  if  we  apply 
financial  theory  and  unbundle  the  risk,  we  can  see  that  both  in 
their  case  and  m  our  case,  we  are  appropriately  supporting  housing 
finance  by  holding  these  investments. 

Now,  I  completely  agree  that  we  shouldn't  overemphasize,  as  has 
so  often  been  discussed  here,  unsecured  credit.  If  I  may  say  so,  the 
management  of  the  banks  has  already  focused  on  this  issue  and  I 
have  been  in  the  middle  of  that  focus.  We  ought  to  be  focusing  on 
investment  in  mortgages,  including,  for  example.  Farmers  Home 
Administration  mortgages  or  FHA  mortgages  or  mortgages  gen- 
erally, where  we  are  sharing  with  our  members  in  an  optimal  way 
the  credit  risk  which  they  bear  and  the  other  three  financial  risks 
which  we  bear. 

I  think  if  we  follow  that  pattern,  we  will  see  how  to  carry  out 
a  mission  that  is  the  same  as  it  has  always  been,  but  in  new  and 
much  more  effective  ways. 

Thank  you  for  the  extra  time. 

Chairman  Baker.  Sure,  and  obviously  some  counterparty  re- 
sponse here.  Obviously,  the  chairman's  concern  with  regard  to  in- 
vestment versus  advances,  and  the  public  policy  mission,  is  not  a 
comment  solely  aimed  at  one  GSE.  It  is  the  question  of  what  public 
purpose  is  served  by  investments  made  by  a  GSE. 

I  think  once  a  demonstration  is  made  that  a  public  policy  pur- 
pose is  being  well  served  as  a  result  of  the  GSE's  designation,  then 
the  argument  can  be  made,  I  believe,  that  some  investment  is  re- 
quired to  provide  liquidity  to  the  system. 

We  have  concern  because  of  varying  dividend  rates,  various  in- 
vestment strategies,  levels  of  unsecured  debt,  foreign  counterparty 
exposure,  that  perhaps  at  some  point  public  purpose  has  slipped  to 
number  two  behind  number  one,  investment  yield  for  shareholders. 

That  may  be  an  irreconcilable  problem  wnen  you  have  private 
capital  wrapped  in  the  middle  of  a  governmental  mandate  and  the 
two  seem  to  nave  differing  demands  of  the  system.  But  it  certainly, 
I  believe,  is  warranted  to  explore,  discuss,  and  then  make  the  best 
public  policy  determination  possible.  And  I  think  that  is  where 
everyone  is  heading. 

I  don't  think  there  are  any  conclusions  reached  by  any  of  the 
chairman's  comments.  I  think  they  are  observations  and  with  more 
explanation,  to  be  resolved. 
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Mr.  Pollock.  If  I  may,  I  will  give  you  a  written  piece  which  we 
might  include  in  the  record. 

Chairman  Baker.  Absolutely.  Any  follow-up,  I  am  sure  there  will 
be  Members  forwarding  communications  from  us  to  you,  so  feel  free 
to  send  them  back, 

[The  information  referred  to  can  be  found  on  page  343  in  the 
appendix.] 

Mr.  Pollock.  Thank  you  very  much. 

Chairman  Baker.  Thank  you  very  much. 

The  meeting  is  adjourned. 

[Whereupon,  at  1:25  p.m.,  the  hearing  was  adjourned.] 
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Several  years  ago,  I  began  my  interest  with  the  Federal  Home  Loan  Bank  (FHLB) 
System.    The  System  represented  a  unique  way  of  helping  people  attain  the  American  dream 
of  homeownership  by  helping  lenders  gain  access  to  low  cost  ftinds  themselves.    Two  years 
ago  in  an  attempt  to  modernize  the  System,  I  offered  piecemeal  reform  legislation  that  was 
not  adopted  because  many  people  familiar  with  the  System  felt  it  needed  comprehensive 
reform  instead  of  marginal  change.    Earlier  this  year,  I  introduced  comprehensive  reform 
legislation,  only  to  see  it  caught  in  an  intramural  dispute  among  the  twelve  FHLBs. 

As  I  crafted  that  legislation  and  during  the  preceding  few  months,  I  have  increased 
my  knowledge  of  the  System.    That  experience,  however,  has  led  me  to  ask  more  question 
about  the  direction  and  future  of  the  System.    Those  questions  include:  Lhe  System's 
mission,  management  and  governance,  consolidation,  financial  health,  and  investment 
practices. 

Established  in  1932,  the  Federal  Home  Loan  Bank  System  has  helped  provide 
homeownership  to  millions  of  Americans.    Through  its  program  of  collateralized  advances, 
the  System  furnishes  low  cost  capital  to  home  mortgage  lenders.    Although,  the  System  was 
originally  designed  to  service  only  the  thrift  industry,  the  Financial  Instimtions  Reform, 
Recovery,  and  Enforcement  Act  of  1989  (FIRREA)  opened  the  System  to  commercial 
banks,  credit  unions,  and  insurance  companies. 

As  many  people  realize,  the  entire  banking  industry  has  undergone  radical  change  in 
the  preceding  decade.    In  addition  to  FIRREA  allowing  non-thrifts  to  join  the  system, 
market  and  political  forces  have  had  a  dramatic  impact  on  the  FHLB  System.    Most  notably, 
as  part  of  the  resolution  of  the  savings  and  loan  crisis,  the  System  was  required  to  make  a 
$300  million  dollar  contribution  to  the  Refmancing  Corporation  (Refcorp)  to  pay  interest  on 
bonds  floated  by  the  corporation  to  resolve  failed  thrifts. 

Several  studies  of  the  System,  including  one  by  the  Congressional  Budget  Office 
(CBO),  concluded  that  the  allocation  of  the  Refcorp  obligation  among  the  twelve  FHLBs 
(20%  of  net  income  plus  a  shortfall  allocation  based  on  advances  to  thrifts)  resulted  in  a 
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perverse  disincentive  against  certain  collateralized  advances,  the  System's  most  basic 
product. 

I  am  pleased  to  report  that  during  last  week's  consideration  of  deposit  insurance 
language  in  the  Banking  Comminee's  budget  reconciliation  markup,  the  committee  adopted 
language  to  reform  the  Refcorp  payment  allocation.    The  allocation,  under  that  legislation, 
will  be  22.63%  of  net  income.    CBO  estimates  that  such  a  reallocation  will  be  budget 
neutral.    Ranking  Minority  Member  Paul  Kanjorski  was  instrumental  in  reaching  a 
compromise  that  had  previously  proved  elusive. 

The  thrift  industry,  whose  members  were  previously  required  to  belong  to  the 
System,  have  seen  their  share  on  the  home  mortgage  business  drop  to  only  19%  of  that 
industry.    The  emergence  of  mortgage  banks  and  alternative  lending  sources  have  raised 
deep  questions  about  the  future  of  the  thrift  industry. 

Reconciliation  legislation  passed  last  week  will  merge  the  Bank  Insurance  Fund  (BIF) 
and  the  Savings  Association  Insurance  Fund  (SAIF)  as  well  as  the  bank  and  thrift  charters. 
That  legislation  will  effectively  eliminate  the  thrift  industry. 

Other  amendments  adopted  by  the  committee  insure  that  the  System's  status  quo  will 
be  maintained  until  comprehensive  reform  legislation  is  enacted. 

Also  a  part  of  the  merger  legislation  are  several  reforms  to  federal  housing 
programs.    In  the  coming  weeks.  Congress  will  pursue  much  needed  reform  to  the  rest  of 
our  national  housing  policy.    These  reforms  will  undoubtedly  place  addition  pressure  on 
efforts  to  provide  housing  for  low-  and  moderate-income  families.    The  FHLB  System's 
Affordable  Housing  Program  (AH?)  has  provided  an  excellent  example  of  the  private  sector 
assistance  to  the  public  sector  in  providing  housing  to  the  needy.    In  examining  the  FHLB 
System,  I  would  like  to  reexamine  the  AHP  to  ensure  that  it  is  efficiently  meeting  its  goals 
and  that  those  goals  reflect  economic  changes. 

In  May,  the  Capital  Markets  Subcommittee  held  two  days  of  hearings  on  a  reform 
bill  I  introduced,  HR  1487,  the  Federal  Home  Loan  Bank  System  Modernization  Act  of 
1995.    HR  1487  will  streamline  the  System,  reinforce  its  mission,  clear  up  the  regulatory 
framework,  and  otherwise  make  the  System  more  profitable. 

Today,  the  subcommittee  begins  oversight  hearings  into  the  management  and 
financial  condition  of  the  System.    We  will  hear  from  witnesses  with  divergent  views  of  the 
FHLB  System.    The  May  hearings  and  subsequent  developments  revealed  5ie  need  to 
examine  issues  such  as  the  use  of  structured  notes,  regulatory  oversight,  investment 
practices,  and  executive  compensation  practices.    Today's  witness  will  be  able  to  shed 
additional  light  on  these  important  issues. 

The  members  of  the  subcommittee  and  the  public  will  find  the  testimony  revealing 
and  helpful  as  we  prepare  the  FHLB  System  for  the  21st  century. 

It  is  my  intention  to  analyze  the  testimony  and  determine  the  best  course  of  action 
for  the  subcommittee  to  take. 
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Thank  you.  Chairman  Baker. 

From  the  outset,  I  would  like  to  commend  you  for  scheduling 
these  hearings.   It  has  been  a  long  time  since  we  last  looked  at 
the  Federal  Home  Loan  Bank  System  and  a  profound  question  exists 
whether  it  is  in  need  of  a  face  lift  or  haircut. 

As  some  of  you  know,  I  have  a  special  fondness  for  the 
system.   Before  coming  to  Congress,  I  served  on  the  board  of  the 
Des  Moines  Bank.   But  that  was  a  time  when  Federal  Home  Loan 
Banks  were  conservatively  run.   Inflation  had  yet  to  cut  a  swath 
through  the  industry;  SiL  deregulation  and  the  subsequent 
upheavals  had  yet  to  occur;   Fannie  Mae  and  Fredddie  Mac  had  yet 
to  achieve  their  massive  market  inroads. 

Today  Federal  Home  Loan  Banks  represent  a  system  in  search 
of  a  rationalization  for  existence.   The  majority  of  their 
activities  can  be  or  are  provided  by  other  sources,  notably 
Fannie  Mae  and  Freddie  Mac  which  have  created  a  deep  and  highly 
liquid  market  for  conforming  residential  real  estate  loans  for 
small  as  well  as  large  institutions. 

It  is  the  history  of  government-sponsored  enterprises  that, 
when  left  too  long  to  their  own  devices,  they  have  a  tendency  to 
stretch  their  powers  and  transform  their  functions.   In  this 
case,  a  system  designed  to  provide  liquidity  to  S&Ls  for  American 
housing  holds  multi-billion  dollar  investments  in  Japanese  bank 
products.   A  system  designed  to  assist  institutions  serving 
individual  home  borrowers  is  involved  in  multi-billion 
dollar  arbitrage  activities.   In  Kafka-esque  circularity,  one 
government  sponsored  enterprise  is  using  its  agency  status  to 
purchase  another's  products. 

The  idea  that  the  Federal  Home  Loan  Bank  System  provides 
funding  for  mortgage  lenders  who  lack  alternative  funding 
sources,  or  are  unable  to  obtain  appropriately  matched  funding, 
is  not  supported  by  the  facts.   More  than  2  5  percent  of  advances 
go  to  the  10  largest  thrifts  and  only  20  percent  to  institutions 
with  less  than  $500  million  in  assets.   More  than  50  percent  of 
all  advances  are  in  maturities  of  less  than  one  year,  with  only 
10  percent  in  maturities  of  more  than  5  years. 
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What  these  arresting  facts  show  is  that  private  sector 
institutions  tend  to  borrow  from  the  Federal  Home  Loan  Bank 
System  less  to  promote  housing  than  to  boost  profits.   Savings 
and  Loans  and  commercial  banks  subscribe  to  Federal  Home  advances 
because  they  are  cheaper  than  commercial  market  rates  and  are  not 
subject  to  reserve  requirements  or  deposit  insurance.   Indeed, 
unlike  the  Fed  which  has  liquidity  resources  available  but 
instills  disincentives  to  rely  on  its  system,  the  Federal  Home 
Loan  Banks  aggressively  promote  reliance  of  private  sector 
institutions  on  the  system's  government-granted  agency  powers. 
Institutional  borrowers,  in  turn,  invest  funds  purchased  at  lower 
than  market  rates  in  higher  yielding  loans  or  securities,  many  of 
which  don't  even  relate  to  housing,  the  system's  original  and 
only  rationale  for  existence. 

The  system,  in  short,  is  operating  far  removed  from  its 
original  mission  and  growing  at  rates  far  greater  than  private 
institutions  in  part  because  it  is  undisciplined  by  prudential 
capital  ratios. 

There  is  little  doubt  in  my  view  that  if  the  system  didn't 
exist  a  proposal  to  create  it  would  not  fare  well  in  this 
Congress.   The  system  simply  appears  to  work  best  for  the 
institutions  that  need  its  support  the  least.   It  is  viable 
solely  because  it  uses  government  granted  powers  in 
unlegislatively  contemplated  ways.    If  it  weren't  for  being 
saddled  with  Refcorp  payments  and  certain  Affordable  Housing 
Program  mandates,  it  is  unclear  what  compelling  social  purpose 
the  banks  serve. 

Given  the  circumstance  —  one  for  which  Congress  is  clearly 
responsible  —  this  committee  faces  a  number  of  options.   We  can 
do  nothing,  a  prospect  which  is  less  unattractive  now  that  the 
Refcorp  formula  issue  is  behind.   We  can  take  limited  actions 
such  as  curtailing  the  banks'  current  arbitrage  functions  which 
are  rationalized  solely  by  the  Refcorp  and  housing  burdens 
Congress  has  established.   Or  we  might  remove  the  government 
subsidies  now  enjoyed  by  the  system  by  requiring  the  banks  to 
provide  their  advances  and  other  activities  in  accordance  with 
market  rates. 

It  is,  however,  unclear  what  public  equity  is  involved  in 
transferring  profits  based  on  agency  status  to  the  private  sector 
instead  of  returning  them  to  the  U.S.  Treasury. 

The  other  direction,  which  is  supported  by  the  system,  is  of 
a  nature  I  have  grave  doubts  about.   To  give  the  system  more 
power  and  delegate  greater  discretion  to  individual  bank  boards 
is  a  prescription  for  even  more  mushroomed  growth  and  a  crowding 
out  of  the  private  sector  by  governmentally  privileged 
enterprises.   Clearly,  if  the  system  is  maintained,  regulation 
should  be  centralized  in  the  Treasury  rather  than  decentralized 
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to  boards  with  obvious  conflicts  of  interest.   It  is  the 
Treasury,  after  all,  which  has  the  responsibility  to  police  the 
debt  markets. 

Finally,  let  me  stress  that  while  a  number  of  S&Ls  and 
commercial  banks  have  found  reason  to  utilize  Federal  Home  Loan 
Bank  services,  there  is  virtually  nothing  provided  by  these  banks 
that  can't  be  found  elsewhere  at  reasonably  competitive  rates. 
The  banks  are  viable  only  because  they  have  agency  powers.   But 
if  they  are  allowed  to  leverage  further  these  powers  and  explode 
in  size,  services  which  now  complement  commercial  bank  activities 
will  increasingly  be  competitive  with  them.   Institutions  which 
use  the  system  will  inevitably  be  abused  by  it. 

Whatever  changes  are  made,  it  is  time  the  system  be  brought 
under  control  and  not  allowed  to  continue  to  careen  into  more  and 
more  foreign  and  domestic  arbitrage  activities. 

Congress  has  a  duty  to  bring  its  creations  under  market 
discipline,  not  allow  them  to  skew  the  market  itself. 

In  this  context  of  philosophical  and  practical  concerns. 
Chairman  Baker  is  to  be  commended  in  insisting  on  comprehensive 
hearings.   It  is  important  that  independent  voices  be  heard  from, 
particularly  the  Treasury  and  the  Fed.   Legislation  which  is 
disporportionately  influenced  by  those  who  run  or  are  hired  by 
the  system  is  likely  to  lead  to  a  result  in  which  the  system 
feeds  on  public  powers  rather  than  serves  the  public  interest. 

Given  the  system's  current  investment  policies  and  growth 
strategies  we  are  simply  not  far  from  the  point  where  an 
increased  abuse  of  agency  powers  is  likely  not  only  to  distort 
the  Treasury  market  but  reduce  the  Fed's  capacity  to  control 
monetary  policy.   Enough  is  enough. 
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Thank  you  Mr.  Chairman,  Congressman  Kanjorski,  and  members  of 
the  subcommittee  for  inviting  me  to  testify  on  modernizing  the 
Federal  Home  Loan  Bank  System  (FHLBank  System  or  System).  I  first 
want  to  commend  both  you,  Mr.  Chairman,  and  Mr.  Kanjorski,  for  your 
foresight  in  addressing  the  FHLBank  System's  REFCorp  obligation  in 
the  budget  reconciliation  bill  recently  approved  by  the  Banking 
Committee.  Mr.  Chairman,  thanks  to  your  long-standing  and 
unwavering  commitment  to  modernize  the  FHLBank  System,  we  have  a 
unique  opportunity  to  enhance  the  System's  ability  to  support 
financial  institutions  and  the  homeowners  and  communities  they 
serve.  As  the  General  Accounting  Office  noted  in  its  1993  report 
on  the  Federal  Home  Loan  Bank  System,  taxpayers  deserve  the  most 
efficient  GSE  possible,  a  goal  I  think  we  all  share  and  want  to 
work  towards . 

As  the  new  Chairman  of  the  Federal  Housing  Finance  Board 
(Finance  Board)  I  am  committed  to  ensuring  that  the  FHLBank  System 
effectively  fulfills  its  public  policy  role  as  a  source  of  low-cost 
funds  for  housing  finance  and  community  development  in  a  safe  and 
sound  manner.  The  FHLBank  System  is  uniquely  structured  to  perform 
this  function,  with  its  nation-wide  delivery  network  of  more  than 
5,600  private  sector  financial  institutions  that  use  the  customized 
loan  products,  general  banking  services,  and  technical  assistance 
available  from  the  12  FHLBanks  to  support  housing  and  community 
development. 

The  legislative  proposals  that  both  you,  Mr.  Chairman,  and  the 
Administration  have  offered,  together  with  the  proposed 
rationalization  of  the  REFCorp  obligation,  provide  an  excellent 
framework  for  enhancing  the  effectiveness  and  efficiency  of  FHLBank 
operations.  Your  bill,  H.R.  1487,  the  Administration's  bill,  H.R. 
1657,  and  your  July  10  committee  print  include  many  of  the 
essential  elements  of  modernization.  And  while  there  may  be  some 
disagreement  on  the  details,  these  legislative  initiatives  reflect 
broad  agreement  that  modernization  legislation  should  address  a 
number  of  key  issues: 
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•  a  clear  mission  for  the  System  set  in  statute; 

•  voluntary  membership  with  equal  access  to  FHLBank 
products  and  services; 

•  the  devolution  of  management  functions  to  the  FHLBanks; 

•  maintaining  the  Finance  Board's  role  as  both  the  safety 
and  soundness  and  program  regulator; 

•  ensuring   maximum   efficiency  with   minimal   risk   by 
establishing  a  capital  structure  and  standards  adequate 
to  support  the  conservative  risk  profile  of  FHLBank 
operations; 

•  providing  the  Finance  Board  with  explicit  prompt 
corrective  action  and  enforcement  authorities;  and, 

•  reassuring  communities  served  by  Bank  System  members  that 
we  are  committed  to  the  highly  innovative  and  effective 
Affordable  Housing  Program. 

It  is  regrettable  that  proposals  to  address  the  most  divisive 
issue,  the  REFCorp  allocation  formula,  derailed  earlier  action  on 
modernization  legislation.  Regrettable,  Mr.  Chairman,  but  not 
surprising  since  the  members  of  the  respective  FHLBanks  perceive 
changes  to  the  allocation  formula  as  a  win  or  lose  proposition  in 
the  REFCorp  zero  sum  game.  I  am  grateful,  however,  that  the  delay 
has  given  me  an  opportunity  to  become  involved  in  these  important 
System  issues.  More  importantly,  thanks  to  your  and  Congressman 
Kanjorski's  hard  work,  we  may  now  have  the  opportunity  to  focus  on 
FHLBank  System  modernization  without  the  divisiveness  and 
distraction  associated  with  a  $300  million  per  year  fixed  REFCorp 
obligation. 

System  Overview 

As  a  Government  Sponsored  Enterprise  (GSE),  the  FHLBank  System 
plays  a  unique  role  in  housing  finance  and  community  development 
and  has  a  special  responsibility  to  the  public  it  serves.  It 
should  be  managed  safely  and  efficiently,  and  it  should  be  true  to 
the  mission  Congress  has  given  it. 

FKLBank  System's  Unique  Role  in  Housing  Markets: 

The  FHLBank  System  has  been  a  primary  source  of  liquidity 
for  housing  finance  providers  since  its  creation  in  1932.   The 
System  supports  its  member  financial  institutions  by  providing 
customized  short  and  long-term  funding  that  allows  FHLBank  members 
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to  originate  and  hold  any  mortgage  in  portfolio,  regardless  of 
conformity  with  secondary  market  standards .  Through  its  support  of 
portfolio  lenders,  the  System  assists  community-based  financial 
institutions  that  finance  local  housing  and  community  development 
projects  that  might  not  otherwise  be  funded,  especially  in 
historically  underserved  areas. 

There  is  no  doubt  that  Fannie  Mae  and  Freddie  Mac  are  dominant 
players  in  the  housing  finance  market,  and  play  a  role  in  half  of 
the  home  mortgages  originated  in  the  U.S.  But,  as  my  colleague  on 
the  Finance  Board,  Nic  Retsinas,  has  said  many  times,  one  size  does 
not  fit  all.  Not  all  home  mortgage  loans  conform  to  the  cookie- 
cutter  standards  of  the  secondary  market.  In  fact,  it  could  be 
argued  that  the  greatest  need  for  GSE  assistance  lies  outside  those 
secondary  market  standards . 

By  lending  on  the  security  of  home  mortgages,  whether  or  not 
they  satisfy  the  criteria  of  the  secondary  market,  the  FHLBanks 
create  the  opportunity  for  a  broader  range  of  borrowers  to  qualify 
for  home  mortgages.  Furthermore,  because  FHLBank  System  members 
are  able  to  pledge  such  otherwise  illiquid  and  non-conforming  loans 
as  collateral  for  FHLBank  advances,  they  have  a  greater  incentive 
to  make  such  loans. 

The  3,515  new  commercial  bank  members  that  have  joined  the 
System  since  1989,  and  the  System's  record  membership  levels, 
attest  to  the  value  of  Bank  membership.  Members  know  that  access 
to  FHLBank  advances  provides  them  with  greater  flexibility  in  the 
products  and  services  they  offer  and  allows  for  better  risk 
management  through  matched  funding  and  added  liquidity. 

Member  Use  of  Advances: 

Although  the  borrowing  patterns  of  members  vary  across  the  12 
FHLBanks,  it  should  not  be  a  surprise  that  savings  association 
members,  on  a  System-wide  basis,  continue  to  be  the  most  active 
users  of  FHLBank  advances.  These  traditional  members  have 
historically  used  advances  for  liquidity  and  housing  finance.  As 
of  August  31,  1995,  savings  associations  held  $88.2  billion  in 
advances,  about  three-quarters  of  total  advances,  while  commercial 
banks  held  $29.9  billion. 

In  terms  of  member  asset  size,  the  FHLBanks  serve  members  on 
both  ends  of  the  spectrum.  More  than  three-quarters  of  member 
borrowers  have  assets  less  than  $500  million.  However,  in  terms  of 
the  amount  borrowed,  larger  members  (those  with  assets  greater  than 
$1  billion)  hold  the  greatest  share  of  advances,  reflecting  the 
fact  that  larger  institutions  have  a  greater  capacity  to  borrow. 

It  has  been  our  experience  that  as  smaller  members  learn  about 
the  benefits  of  advances,  FHLBank  lending  to  these  community- 
oriented  financial  institutions  expands.   The  FHLBanks  are  well- 
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positioned  to  serve  these  smaller  members,  the  majority  of  which 
have  minimal,  if  any,  access  to  the  capital  markets  and  typically 
pay  higher  rates  for  borrowings  than  large  institutions . 

It  is  interesting  to  note  that  the  System's  new  commercial 
bank  members  tend  to  increase  their  mortgage  lending  activity  to  a 
greater  degree  than  non-member  commercial  banks .  A  recent  study  by 
the  FHLBank  System  found  that  from  year-end  1991  to  third-quarter 
1994,  mortgage  assets  at  member  commercial  banks  increased  39.9 
percent,  while  at  non-member  commercial  banks  the  increase  was  only 
22.9  percent.  Of  member  commercial  banks,  76.3  percent  increased 
their  mortgage  assets  compared  to  60.9  percent  for  nonmember 
commercial  banks.  The  average  member  commercial  bank  increased  its 
mortgage  assets  30.8  percent;  for  nonmember  commercial  banks  the 
average  increase  was  16.6  percent. 

Specialized  Housing  Programs: 

The  FHLBanks  also  support  homeownership  through  specialized 
programs.  The  Affordable  Housing  Program  (AHP)  provides  dramatic 
evidence  of  the  FHLBank  System's  support  of  lending  for  long-term, 
affordable  housing.  Since  its  inception,  more  than  $377  million  in 
AHP  funds  have  been  used  or  committed  to  help  finance  over  99,000 
housing  units  nationwide,  and  will  leverage  about  $5.6  billion  in 
total  development  funds. 

The  AHP  fosters  partnerships  between  community  lenders  and 
community-based  housing  and  community  development  organizations. 
Through  the  AHP,  the  FHLBank  System's  member  institutions  are  able 
to  assist  in  financing  affordable  owner-occupied  and  rental  housing 
for  low-income  individuals  and  families.  Testament  to  the  AHP's 
flexibility  has  been  its  frequent  use  in  conjunction  with  other 
funding  sources,  including  housing  finance  authorities,  non-profit 
organizations,  state  and  local  governments,  low-income  housing  tax 
credits,  churches,  foundations,  and  many  others. 

The  FHLBanks  have  also  joined  the  National  Partners  for 
Homeownership,  a  broad-based  partnership  approved  by  President 
Clinton  on  June  5,  that  has  the  goal  of  increasing  the  rate  of 
homeownership  nationwide  to  67.5  percent,  a  record  level,  by  the 
end  of  the  century.  The  Finance  Board  recently  approved  a 
regulatory  initiative  which  authorizes  each  FHLBank  to  set  aside  a 
portion  of  its  AHP  subsidies  to  assist  low-  and  moderate-income 
first-time  homebuyers .  Families  that  qualify  for  the  program  may 
receive  a  grant  from  a  FHLBank  of  up  to  $5,000  that  will  provide 
downpayment  and  closing  cost  assistance. 

Through  the  Community  Investment  Program  (CIP),  the  FHLBanks 
support  the  development  of  housing  for  low-  and  moderate-income 
families  and  facilitate  economic  development  in  low-  and  moderate- 
income  communities  by  lending  to  members  for  such  purposes  at  their 
own  cost  of  borrowing.     Since  1990,  the  CIP  has  provided  $8 
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billion  in  advances  nationwide  to  help  support  housing  and 
conununity  development . 

As  part  of  their  CIP  programs,  a  number  of  FHLBanks  have 
offered  special  programs  to  assist  in  disaster  relief  efforts.  In 
the  case  of  the  recent  Los  Angeles  earthquake,  the  FHLBank  of  San 
Francisco  worked  directly  with  the  State  of  California  to  provide 
funding . 

Regulatory  Initiatives 

Decentralization  of  Governance  Responsibilities: 

The  Finance  Board  is  in  the  process  of  devolving  to  the 
FHLBanks  certain  authorities,  however,  legislative  action  in  this 
area  is  both  appropriate  and  necessary.  First,  some  governance 
authorities  are  required  to  be  exercised  by  the  Finance  Board  under 
current  law  and,  thus,  could  not  be  delegated  by  action  of  the 
Finance  Board.  Second,  in  the  absence  of  any  legislative  action, 
any  governance  authority  delegated  by  the  current  Finance  Board 
could  be  reversed  by  a  future  Finance  Board. 

Operating  Efficiency: 

Through  ongoing  devolution  of  management  authority  to  the 
FHLBanks,  the  Finance  Board  has  reduced  its  staffing  and  operating 
expenses.  In  1994,  the  Finance  Board  staff  was  reorganized  and  the 
number  of  agency  employees  reduced  by  about  20  percent,  down  to 
101.  Actual  spending  at  the  Finance  Board  was  $13.2  million,  which 
was  considerably  below  the  $16.1  million  approved  budget. 
Assessments  for  two  months  in  1994,  and  one  month  in  1995  were 
waived,  saving  the  FHLBanks  $3.8  million  in  payments  to  the  Finance 
Board  over  the  last  four  quarters . 

Oversight  of  the  Office  of  Finance: 

In  carrying  out  its  regulatory  responsibilities,  the  Finance 
Board  has  been  working  to  ensure  that  the  activities  of  the  Office 
of  Finance  (OF),  which  is  responsible  for  issuing  and  servicing  the 
FHLBank  System's  consolidated  obligations,  are  carried  out  in  a 
safe  and  sound  manner,  and  that  the  OF's  operations  and  procedures 
are  consistent  with  the  System's  mission. 

The  Finance  Board  prescribes  the  OF  Board's  debt  issuance 
authority  on  an  annual  basis.  The  annual  authorization  sets  forth 
the  terms  and  conditions  under  which  the  OF  Board  may  approve  debt 
issues,  including  the  amount  and  types  of  debt  that  may  be  issued. 
It  is  important  to  note  that  the  OF  is  authorized  to  issue  debt 
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only  to  the  extent  that  the  FHLBanks  are  committed  to  take  the 
proceeds . 

In  addition  to  on-site  examinations,  which  are  performed  at 
least  annually,  the  Finance  Board  performs  off-site  monitoring  and 
compliance  reviews  of  the  OF's  debt  issuance.  These  reviews  are 
intended  to  monitor  OF's  compliance  with  the  Finance  Board's  debt 
issuance  authority  and  to  evaluate  the  adequacy  of  the  disclosure 
to  investors  in  offering  notices. 

In  an  effort  to  ensure  investor  suitability,  a  Master 
Underwriting  Agreement  (MUA),  was  implemented  in  1993.  The  MUA  is 
unique  among  large  issuers  of  domestic  debt  and  requires  that  an 
underwriter  agree  in  writing  to: 

•  take  reasonable  precautions  to  ensure  that  the 
customer  has  the  knowledge  and  experience  in  financial 
and  business  matters  to  be  capable  of  evaluating  the 
merits  and  risks  of  the  investments; 

•  ensure  that  term  sheets  or  other  material  provided 
to  potential  investors  discuss  the  need  for  appropriate 
expertise; 

•  provide  offering  notices  describing  the  terms  and 
conditions  of  the  debt  issue  to  the  investor  prior  to,  or 
at  settlement,  or  at  the  investor's  request; 

•  obtain  an  oral  agreement  from  secondary  market 
dealers  who  purchase  System  debt  to  comply  with  the  terms 
of  the  agreement; 

•  disclose  to  investors  any  reallowances  and/or  fees 
paid  to  facilitate  the  placement  of  System  bonds; 

•  support  a  secondary  market  for  System  bonds, 
including  making  a  reasonable  bid  on  all  issues 
underwritten . 

In  an  attempt  to  further  ensure  that  only  sophisticated 
investors  buy  System  debt,  more  complex  structures  are  issued  in 
minimum  denominations  of  $100,000,  and  the  most  complex  in  minimum 
denominations  of  $500,000. 

FHLBank  Investment  Activity: 

As  discussed  elsewhere  in  my  testimony,  the  $300  million  fixed 
REFCorp  payment  has  lead  to  increased  Bank  investment  activity. 
Growth  in  FHLBank  System  mortgage-backed  security  and  money  market 
investments  since  enactment  of  the  Financial  Institutions  Reform, 
Recovery  and  Enforcement  Act  (FIRREA)  is  reflected  in  the  System's 
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balance  sheet.   As  of  August  1995,  these  investments  comprised  53 
percent  of  System  assets,  up  from  20  percent  at  year-end  1989. 

The  FHLBanks  manage  the  risk  associated  with  these  investments 
within  the  parameters  of  the  Finance  Board's  Financial  Management 
Policy  (FMP),  first  adopted  in  1991,  which,  among  other  things, 
sets  conservative  limits  on  amount  of  interest  rate  and  on-and  off- 
balance  sheet  unsecured  credit  risk  the  FHLBanks  may  incur. 

Under  the  FMP,  FHLBank  unsecured  credit  exposure  to  the  most 
highly  rated  counterparties  is  limited  to  50  percent  of  FHLBank 
capital  while  credit  extensions  to  intermediate  level 
counterparties  cannot  exceed  25  percent  of  a  FHLBank 's  capital. 
The  Banks  may  not  extend  unsecured  credit  to  counterparties  with 
less  than  an  A  rating  from  Moody's  or  Standard  and  Poor's,  or  a  C 
rating  from  Thomson  Bankwatch.  Extensions  to  A-  or  C-rated 
counterparties  may  not  exceed  10  percent  of  a  FHLBank' s  capital  and 
are  limited  to  overnight  transactions.  The  maximum  amount  of 
unsecured  credit  that  may  be  extended  to  any  counterparty  may  not 
exceed  50  percent  of  that  counterparty's  Tier  I  capital. 

The  Finance  Board  will  be  re-examining  the  FMP  next  month  in 
light  of  the  growth  in  FHLBank  investments  over  the  past  18  months. 
The  Finance  Board  recently  issued  an  advisory  on  unsecured 
extensions  of  credit  to  Japanese  institutions.  The  enactment  of 
comprehensive  FHLBank  System  modernization  legislation  and 
modification  of  the  fixed  REFCorp  payment  to  a  percentage  of  net 
income  would  permit  the  Finance  Board  to  re-evaluate  the  System's 
investment  activities  consistent  with,  and  appropriate  to,  its 
mission. 

AHP  Enforcement  Actions: 

The  June,  1995  GAO  report  on  the  Bank  System's  AHP  was 
generally  favorable  and  confirmed  that  the  AHP  has  increased  the 
supply  of  affordable  housing  and  the  financing  capacity  of  housing 
providers.  The  report  did  point  out  a  few  areas  where  the  GAO 
believes  clarifying  regulations  would  result  in  a  more  effective 
AHP  that  would  ensure  that  the  Banks  continue  to  meet  their 
statutory  and  regulatory  obligations.  The  Board  intends  to  address 
a  number  of  these  issues  through  clarifying  regulations  before  the 
end  of  the  year.  In  addition,  the  Board  has  recently  taken 
enforcement  actions  to  ensure  that  AHP  funds  are  fully  passed 
through  to  the  intended  beneficiaries. 

Impact  of  REFCorp  on  FHLBank  System  Operations 

The  $300  million  per  year  REFCorp  obligation  has  been  the  most 
significant  factor  affecting  FHLBank  operations  over  the  past 
several  years.   The  fixed  nature  of  the  REFCorp  obligation  has 
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created  a  number  of  unhealthy  distortions  in  the  business 
operations  of  the  12  FHLBanks,  and  in  retrospect,  was  clearly  a 
mistake.  I  can  say  this  with  a  degree  of  credibility  because  I  was 
a  member  of  the  House  Banking  Committee  in  1989  and  voted  for 
FIRREA  without  foreseeing  the  effect  it  would  have  on  the  System. 

One  way  to  put  into  perspective  the  enormity  of  the  financial 
impact  on  the  System  of  this  $300  million  per  year,  40-year 
obligation  is  to  note  the  effect  which  bringing  it  on  the  balance 
sheet  would  have.  Accounted  for  in  this  fashion,  REFCorp  (the  net 
present  value  of  which  is  about  $4  billion)  would  require  close  to 
a  30  percent  write-down  in  the  value  of  each  member's  equity 
investment  in  its  FHLBank.  I  am  happy  to  report  that  the  FHLBanks 
are  not  required  to  account  for  REFCorp  in  this  way.  But  even 
dealing  with  REFCorp  one  year  at  a  time  through  FHLBank  earnings 
has  had  a  significant  and  undesirable  impact  on  FHLBank  operations 
by  requiring  each  FHLBank  to  manage  a  sizeable  investment  portfolio 
dedicated  to  paying  its  fixed  obligation. 

Looking  back,  it  made  little  sense  to  levy  a  sizeable  fixed 
assessment  on  the  FHLBanks  and  their  members.  Historically,  the 
System's  traditional  asset  base  —  advances  to  members  —  rose  and 
fell  with  business  and  interest  rate  cycles  and  member  financing 
requirements.  Furthermore,  since  the  FHLBanks  pass  much  of  the 
funding  advantage  they  enjoy  as  GSEs  through  to  their  members,  the 
FHLBanks'  advances  programs  did  and  continue  to  operate  on  slim 
profit  margins.  It  was  inevitable  that  the  FHLBanks  would  increase 
their  level  of  investments,  which  historically  comprised  only  about 
10  to  20  percent  of  the  System's  balance  sheet,  and  which  served 
essentially  as  a  liquidity  reserve.  Net  earnings  from  advances  now 
just  cover  the  FHLBanks'  REFCorp  payments,  leaving  investment 
earnings  to  fund  the  $100  million  a  year  AHP,  cover  operating 
expenses,  and  provide  a  return  to  shareholders. 

With  the  initiative  that  you,  Mr.  Chairman,  and  Congressman 
Kanjorski  have  taken  to  rationalize  the  REFCorp  obligation,  I  hope 
we  can  ref ocus  the  Banks  on  their  services  to  members . 

Here  are  my  thoughts  on  a  number  of  other  important  issues 
that  the  subcommittee  will  consider  as  comprehensive  modernization 
legislation  moves  forward: 

Mission/Program  Authority 

While  I  agree  that  the  responsibility  for  routine  business 
decisions  should  rest  with  the  individual  FHLBank  boards  of 
directors,  the  Finance  Board  must  retain  the  authority  to  ensure 
that  the  mission  of  the  System  is  carried  out.  As  a  GSE  with 
marketplace  advantages  and  a  specific  public  purpose,  the  FHLBank 
System  needs  a  regulator  which  will  make  sure  that  the  System 
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serves  the  purpose  for  which  it  was  established.  Moreover,  if 
Congress  expands  the  statutory  mission  of  the  System,  the  Finance 
Board  should  have  the  authority  to  ensure  that  the  System  fulfills 
that  expanded  mission  as  well,  safely  and  soundly. 

I  understand,  Mr.  Chairman,  that  you  were  prepared  to  offer  an 
amendment  to  the  July  10  committee  print  which  would  have 
strengthened  the  role  of  the  Finance  Board  as  the  program  regulator 
for  the  FHLBank  System.  That  would  be  consistent  with  the  model 
for  the  other  housing  GSEs,  which  are  subject  to  programmatic 
oversight . 

I  also  favor  an  amendment  filed  by  Congressman  Kanjorski  that 
would  provide  for  a  pilot  demonstration  program  to  promote  economic 
development  through  FHLBank  investments  in  Small  Business 
Investment  Companies.  A  pilot  program  to  explore  new  ways  for  the 
FHLBanks  to  help  spur  econom.ic  development  without  compromising 
safety  and  soundness  is  an  appropriate  activity. 

Composition  of  the  Board 

Since  becoming  Chairman  of  the  Finance  Board,  I  have  developed 
an  appreciation  for  the  most  appropriate  and  efficient  structure 
for  the  agency.  Much  like  the  structure  provided  by  the  July  10 
committee  print,  it  is  my  personal  view,  and  not  necessarily  that 
of  the  Board,  that  the  Finance  Board  should  have  five  directors, 
including  the  Secretaries  of  HUD  and  Treasury,  and  two  other  part- 
time  directors.  The  Chairman  should  be  full-time  and  serve  as  the 
Chief  Executive  Officer.  Like  the  FDIC  and  the  Federal  Reserve, 
the  Chairman  should  be  nominated  and  confirmed  for  a  term  in  that 
capacity.  In  my  view,  this  approach  is  essential  to  assure  that 
the  Finance  Board  continues  to  be  an  independent  regulatory  agency. 
Were  the  chairmanship  subject  to  change  upon  changes  in 
Administrations,  a  majority  of  the  Board  would  be  directly  linked 
to  such  changes  and  its  independence  undermined. 

Capital 

Under  current  law,  the  capital  levels  of  the  12  FHLBanks  are 
determined  by  the  size  of  their  members'  balance  sheets,  rather 
than  by  the  risks  and  needs  of  the  FHLBanks'  operations.  I  believe 
this  should  be  changed  so  that  FHLBank  capital  levels  reflect  their 
risk  exposure  and  the  size  of  their  operations,  as  is  the  case  for 
Fannie  Mae  and  Freddie  Mac . 

The  July  10  committee  print  moves  us  in  the  right  direction 
since,  like  H.R.  1657,  the  committee  print  includes  a  risk-based 
capital  requirement  and  a  leverage  limit.     However,  as  a  result 
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of  your  and  Rep.  Kanjorski's  efforts  to  rationalize  the  REFCorp 
requirement.  Congress  should  be  in  a  position  to  establish  capital 
requirements  for  the  FHLBanks  consistent  with  those  established  for 
the  other  housing  GSEs. 

In  addition,  since  all  of  the  proposed  modernization  bills 
envision  fully  voluntary  membership,  the  establishment  of  permanent 
capital  —  in  the  form  of  retained  earnings  or  some  other  type  of 
permanent  equity  —  becomes  more  important  to  the  long-term  safety 
and  soundness  of  the  System.  Finally,  I  support  the  authority  for 
the  regulator  to  engage  in  prompt  corrective  action  if  capital 
falls  below  specific  levels. 

10  Percent  Whole  Loan  Test 


Since  money  is  fungible  and  we  cannot  trace  an  advance  to  a 
specific  housing  finance  use,  there  is  a  need  to  emphasize  indirect 
linkages  between  the  advance  business  and  housing  and  community 
development  finance  to  help  ensure  that  the  System  is  carrying  out 
its  mission.  This  is  the  case  with  the  July  10  committee  print, 
which  requires  members  to  maintain  10  percent  of  their  portfolios 
in  whole  first  mortgages  in  order  to  retain  access  to  long-term 
advances  after  July  1,  1999.  The  Administration  proposal,  by 
limiting  membership  to  those  meeting  the  10  percent  test,  was  more 
restrictive. 

The  10  percent  whole  loan  test,  however,  may  be  too 
inflexible.  If  such  a  test  were  in  place  today,  the  Finance  Board 
estimates  that  786  members,  representing  16  percent  of  total 
members,  would  be  cut  off  from  long-term  advances.  In  addition, 
723  commercial  bank  members  hold  whole  mortgages  between  10  and  15 
percent  of  total  assets,  and  thus  satisfy  the  test  by  only  a  narrow 
margin. 

The  ability  of  the  Banks  to  respond  to  new  needs  in  the 
economy  would  be  more  difficult  with  a  statutory  whole  mortgage 
test.  Therefore,  the  Finance  Board  should  be  authorized  to  develop 
and  apply  alternative  tests  that  reflect  changes  in  the 
marketplace,  consistent  with  System  mission  and  safety  and 
soundness  requirements. 

30  Percent  Limit  on  Lending  to  Non-QTLs 

A  rigid  test  already  in  law  which  is  proving  to  be  especially 
troubling  for  the  long-term  safety  and  soundness  of  the  System  is 
the  30  percent  lending  limit  to  non-QTL  members.  If  current  trends 
continue,  the  System  will  reach  the  30  percent  level  late  next 
year,  perhaps  earlier  with  projected  consolidations  involving 
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current  QTL  borrowers.  If  the  FHLBanks  are  unable  to  fund 
commercial  bank  advance  demand  due  to  the  30  percent  limit, 
commercial  bank  members  will  surely  begin  to  withdraw. 

I,  therefore,  favor  an  amendment  filed  by  Reps.  Lazio, 
Roukema,  and  Kanjorski  in  preparation  for  the  July  13  markup  that 
would  eliminate  the  30  percent  cap  on  lending  to  non-QTLs . 


The  Affordable  Housing  Program  (AHP^ 


The  AHP  works  well  and  should  continue  to  be  funded  at  no  less 
than  $100  million  per  year.  I  understand  that  the  July  10 
committee  print  would  change  the  amount  provided  for  AHP  by  taxing 
a  larger  base  by  a  smaller  amount.  Depending  on  the  level  of 
FHLBank  earnings,  the  proposed  formula  could  provide,  but  would  not 
ensure,  at  least  $100  million  per  year  in  AHP  funding.  While 
controlling  operating  expenses  is  a  worthy  goal,  tying  it  to  a 
reduction  in  AHP  funding  is  not  desirable.  I  therefore  urge  the 
subcommittee  to  retain  the  current  $100  million  statutory  minimum 
for  AHP,  and  I  favor  an  amendment  filed  by  Reps.  Lazio,  Roukema  and 
Flake  to  do  so.  The  current  net  earnings  formula  should  be 
retained. 


Consolidation 


The  12  FHLBanks  and  their  over  5,600  private  sector  members 
form  a  nationwide  delivery  system  for  financial  products  and 
services  that  support  local  communities.  The  reason  for 
establishing  12  regional  FHLBanks,  rather  than  one  central  FHLBank, 
remains  valid  --  regional  FHLBanks  with  boards  of  directors 
comprised  of  local  lenders  and  public  interest  directors  are  more 
aware  of  regional  economic  conditions  and  more  responsive  to 
community  lending  needs.  Therefore,  I  support  the  flexible 
approach  to  consolidation  in  the  July  10  committee  print  and  H.R. 
1657.  Market  forces  and  the  members  of  each  FHLBank  should 
determine  the  timing  and  nature  of  any  consolidation,  subject  to 
Finance  Board  review. 


Office  of  Finance  (OF^ 


A  joint  office  of  the  12  FHLBanks,  the  OF  is  governed  by  a 
three-member  board  of  directors  consisting  of  two  FHLBank 
presidents  and  a  private  citizen.  As  with  the  FHLBanks,  the 
Finance  Board  has  oversight  responsibility  with  respect  to  the  OF, 
which  includes  regular  examinations.  The  Finance  Board  also 
determines  the  OF  Board's  annual  debt  issuance  authority. 
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The  July  10  committee  print  would  establish  the  OF  as  a 
federally  chartered  instrumentality  with  each  FHLBank  represented 
on  the  OF  Board  of  Directors .  The  Finance  Board  would  continue  to 
regulate  the  OF  as  it  does  the  individual  FHLBanks . 

I  am  pleased  to  see  that  your  legislation,  Mr.  Chairman, 
establishes  a  freestanding  OF  with  clear  powers  and  duties.  While 
the  OF  will  still  be  subject  to  Finance  Board  regulation,  the 
legislation  will  make  clear  the  distinction  between  regulating  and 
financing  the  System. 

Conclusion 


To  conclude,  we  have  a  System  that  is  working  well  but  could 
operate  more  effectively.  I  am  very  pleased  and  encouraged  that 
the  budget  reconciliation  legislation  includes  a  change  in  the 
nature  of  the  REFCorp  obligation.  By  rationalizing  the  REFCorp 
issue  in  this  way,  we  can  focus  the  energy  and  creativity  of  the 
FHLBanks  on  serving  their  members  in  support  of  housing  and 
community  development,  while  enhancing  System  safety  and  soundness. 
Furthermore,  we  can  establish  regulatory  capital  requirements  based 
on  risk,  consistent  with  the  other  housing  GSEs. 

Again,  Mr.  Chairman,  thank  you  for  the  energy  and  resources 
you  have  committed  to  this  timely  and  important  issue.  I 
respectfully  request  an  opportunity  to  offer  additional  material 
for  the  record,  and  I  will  be  glad  to  answer  any  questions  you  may 
have. 
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Testimony  of  Nicolas  P.  Retsinas 

Before  the  Subcommittee  on 

Capital  Markets,  Securities  and  Government  Sponsored  Enterprises 

September  27,  1995 


Thank  you  Chairman  Baker,  Congressman  Kanjorski,  and  subcommittee 
members  for  inviting  me  to  testify  today  on  issues  that  are  important  to  the  future  of 
the  Federal  Home  Loan  Bank  System  (FHLBank  System  or  System).   Chairman 
Baker's  dedication,  in  conjunction  with  the  Administration,  to  pursue  and  define  the 
important  issues,  has  raised  the  level  of  awareness  of  the  FHLBank  System  and  its 
value  to  housing  finance.   I  believe  legislation  can  be  crafted  to  improve  the  FHLBank 
System  while  enhancing  its  ability  to  serve  essential  public  needs. 

I  am  here  today  as  Secretary  Cisneros'  designee  on  the  Federal  Housing 
Finance  Board  (Housing  Finance  Board).  I  am  also  Assistant  Secretary  for  Housing  at 
HUD.   In  that  capacity,  I  serve  as  Federal  Housing  Commissioner  and  the  principal 
advisor  to  Secretary  Cisneros  on  the  regulation  of  the  housing  government-sponsored 
enterprises  (GSEs).   I  also  help  the  Secretary  implement  President  Clinton's  National 
Homeownership  Strategy  -  a  public-private  partnership  established  to  achieve  record 
levels  of  homeownership  by  the  year  2000. 

As  my  job  description  demonstrates,  HUD  has  responsibility  for  overseeing 
much  of  our  nation's  system  of  housing  finance.   I  therefore  welcome  the  invitation  to 
put  the  issue  of  reform  of  the  FHLBank  System  in  a  broader  context.   This  morning,  I 
will  describe  how  public,  private,  and  quasi-public  institutions  ~  like  the  FHLBanks  and 
other  GSEs  -  work  together  to  create  an  unparalleled  delivery  system  for  mortgage 
capital,  but  one  which  needs  to  stretch  further  to  serve  the  capital  needs  of  all  our 
credit-worthy  families  and  communities.  Then  I  will  discuss  the  specific  role  of  the 
FHLBank  System  and  some  issues  posed  by  FHLBank  System  reform. 

The  Mortgage  Finance  System 

America  is  privileged  to  have  the  most  efficient  system  of  home  mortgage 
finance  in  the  world.   In  the  Depression-era  movie,  "It's  a  Wonderful  Life",  when  hard 
times  forced  depositors  in  George  Bailey's  Building  and  Loan  to  withdraw  their  cash, 
George  faced  calling  due  the  short-term  balloon  mortgages  that  financed  the  homes 
of  local  families.   In  the  movie,  George  saves  the  day.   In  reality,  millions  of  Americans 
lost  their  homes.   New  financing  dried  up. 
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Today,  a  worldwide  capital  market  provides  capital,  liquidity,  and  risk  mitigation 
tools  to  lenders,  enabling  them  to  profitably  provide  American  borrowers,  in  most 
areas  of  the  country,  with  long-term,  low-cost  financing  regardless  of  regional  or 
national  economic  conditions.  As  a  result,  64  percent  of  American  families  own  their 
homes. 

While  this  system  is  efficient,  not  everyone  is  fully  reaping  the  benefits  it  can 
provide.   The  homeownership  rates  of  minority  families  lag  far  behind  those  of  non- 
minorities.   Many  inner  city  and  rural  communities  either  lack  access  to  credit  or  find 
credit  available  only  on  unfavorable  terms.   Cultural  diversity  often  poses  barriers  to 
effective  underwriting  for  growing  immigrant  populations,  thereby  keeping  many  from 
the  first  rung  on  the  ladder  of  the  American  Dream.   The  inability  to  provide  funds  for 
ever  increasing  downpayments,  and  other  barriers,  caused  unfortunate  declines  in 
homeownership  rates  during  the  1 980s,  especially  among  young  families  and  other 
first-time  homebuyers. 

So  despite  the  efficiencies  that  have  evolved  over  the  years,  we  must  focus  our 
attention  on  ways  to  close  the  gaps  that  distance  hard-working  low-  and  moderate 
income  people  from  housing  and  economic  opportunities.  Only  when  we  accomplish 
this,  can  we  be  satisfied  with  the  level  of  accessibility  of  our  housing  finance  system. 
Perhaps  it  is  appropriate  to  start  by  reviewing  the  successful  aspects  of  our  housing 
finance  system  and  try  to  determine  how  we  can  adapt  those  successes  to  assist 
underserved  populations. 

The  successes  of  this  system  are  the  result  of  a  marvelous  blend  of:   (1)  purely 
private  enterprises  ~  including  mortgage  lenders  and  private  mortgage  insurers;  (2) 
government-sponsored  enterprises  -  Fannie  Mae,  Freddie  Mac  and  the  FHLBanks; 
and  (3)  government-owned  institutions  ~  like  FHA,  VA  and  Ginnie  Mae.   Each  plays  an 
important  role  in  ensuring  that  as  much  of  the  total  need  is  served  as  possible. 

The  system  that  these  entities  form  is  based  upon  a  premise  best  articulated  in 
the  National  Housing  Act  of  1 949  which  established  the  goal  of  "a  decent  home  and 
suitable  living  environment  for  every  American  Family."  That  act  also  established  the 
policy  that,  in  achieving  the  national  goal,  "private  enterprise  shall  be  encouraged  to 
serve  as  large  a  part  of  the  total  need  as  it  can;"  [and]  "governmental  assistance  shall 
be  utilized  where  feasible  to  enable  private  enterprise  to  serve  more  of  the  total  need." 


The  fundamental  concern  in  mortgage  credit  delivery  is  risk.  To  implement  the 
national  policy  of  encouraging  private  enterprise  to  serve  as  much  of  the  need  as 
possible,  we  should  think  about  what  level  of  risk  private  enterprise  can  afford  to  bear 
at  a  price  consistent  with  the  National  Housing  Act's  goal.  We  must  find  ways  that  the 
government  can  help  mitigate  the  risk  that  the  private  sector  cannot  take  at  an 
affordable  price,  so  that  the  private  sector  can  serve  more  of  the  need. 
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In  our  system,  capital  is  largely  delivered  by  private  lenders  --  banks,  thrifts, 
mortgage  companies,  and  others.   The  management  of  purely  private  institutions  has 
a  fiduciary  duty  to  shareholders  to  maximize  value.   Regulators  of  insured  financial 
institutions  are  concerned  about  the  effect  of  risk  on  the  deposit  insurance  funds  and 
the  stability  of  the  financial  system.   Creation  of  government-sponsored  enterprises  is 
one  way  that  the  federal  government  can  help  the  private  sector  manage  risk  and 
improve  overall  safety  and  soundness.   Both  the  secondary  market  GSEs  and  the 
FHLBank  System  provide  liquidity  for  lenders  to  help  them  better  manage  various 
forms  of  risk. 

These  GSEs  are  themselves  privately-owned,  profit-making  institutions. 
However,  they  receive  unique  benefits  from  their  federal  charter  which  permit  them  to 
operate  less  expensively.   Lower  costs  and  the  ability  to  spread  risk  over  a  large, 
diverse  portfolio  allow  them  to  pass  along  lower  costs  to  lenders,  so  that  lower-cost 
credit  is  available  to  more  borrowers. 

Freedom  from  producing  shareholder  profit,  lower  reserve  requirements,  lower 
cost  of  funds,  and  exemption  from  taxes  allow  public-sector  agencies  -  even 
operating  on  a  self-sustaining  basis  like  FHA  and  GNMA  ~  to  operate  at  lower  costs 
than  can  the  private  sector.  This  capacity  allows  them  to  pioneer  new  products,  serve 
as  a  countercyclical  balance  to  private  entities  who  withdraw  during  downturns,  and 
serve  some  of  those  that  the  private  sector  cannot  serve. 

This  successful  system  fails  to  reach  all  that  it  should  for  a  variety  of  reasons. 
Perhaps  most  important  is  our  inability  to  adequately  predict  which  borrowers  are 
likely  to  default.   Traditional  undenwriting,  based  on  predicting  ability  and  willingness  to 
repay  debt,  helps  lenders,  mortgage  insurers,  and  secondary  market  agencies  restrict 
credit  to  those  whose  risk  level  is  acceptable.  However,  these  standards  probably 
exclude  other  credit-worthy  borrowers  who  pose  comparable  levels  of  risk.   Lower- 
income  Americans,  first-time  homebuyers,  minorities,  immigrants,  and  urban  residents, 
in  particular,  are  disproportionately  excluded  by  these  measures. 

For  example,  traditional  underwriting  requires  that  a  borrower  not  pay  more 
than  a  certain  proportion  of  their  income  for  debt.   Yet  many  lower-income  families  are 
forced  to  pay  higher  proportions  of  their  income  for  rent.  A  history  of  steady  payment 
of  higher  rent  could  suggest  that  a  lower-income  borrower  could  be  depended  upon 
to  support  an  above-ratio  debt  payment.   Efforts  to  develop  compensating  factors  like 
these  for  variances  from  traditional  undenwriting  are  efforts  to  discern  credit-worthy 
nontraditional  borrowers  from  those  who  do  in  fact  represent  higher  risks. 

The  performance  of  loans  made  under  various  affordable  lending  programs,  like 
those  using  nontraditional  underwriting,  is  now  being  discussed  in  many  circles.  We 
at  HUD  have  been  examining  the  issue  because  of  our  role  in  implementing  the 
President's  National  Homeownership  Strategy,  providing  mortgage  credit  through  FHA 
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for  lower-income  borrowers  and  residents  of  underserved  areas,  and  establishing 
housing  goals  for  Fannie  IVIae  and  Freddie  Mac.  Recently,  concern  has  been 
expressed  about  loans  made  under  affordable  housing  programs,  in  which  the  loans 
have  higher  loan-to-value  ratios  (LTVs)  and  are  made  to  lower-income  borrowers. 
Some  participants  in  the  mortgage  industry  are  reporting  anecdotal  evidence  that 
suggests  that  these  loans  are  more  prone  to  delinquencies  than  loans  with  higher 
down-payment  requirements. 

At  the  same  time,  other  participants,  including  members  of  the  FHLBank 
System,  report  that  the  risks  associated  with  these  loans  can  be  controlled  and  that 
they  are  experiencing  no  negative  results.   For  example,  Richard  Rosenberg, 
Chairman  and  CEO  of  BankAmerica  Corp.,  a  member  of  the  FHLBank  of  San 
Francisco,  challenged  critics  of  affordable  housing  loans,  reporting  that  the 
performance  of  BankAmerica's  affordable  housing  loans  exceeds  that  of  conventional 
loans  originated  by  the  bank.  We  agree  with  Mr.  Rosenberg  that  affordable  housing 
lending,  if  done  with  focus  and  discipline,  makes  economic  as  well  as  social  sense. 

We  also  believe  that,  in  considering  the  performance  of  affordable  housing 
loans,  caution  must  be  taken  to  ensure  that  sound  analytical  techniques  are  used  to 
review  loan  performance.   The  conventional  market  has  originated  very  few  high  LW 
loans  to  lower-income  borrowers,  in  comparison  to  overall  mortgage  origination;  most 
of  what  has  been  originated  has  been  done  in  the  past  several  years.  The  limited 
history  of  these  loans  dictates  caution  in  considering  their  performance.   In  addition, 
we  know  that  in  the  past  1 8  months,  as  mortgage  volume  plummeted  from  its  all-time 
high  of  $1  trillion  in  1993,  that  a  number  of  lenders  may  have  employed  lower  credit 
standards  to  maintain  origination  volume.   Loans  originated  under  the  indiscriminate 
relaxation  of  underwriting  standards  should  not  be  confused  with  loans  originated 
under  affordable  housing  programs.  They  are  not  the  same. 

Affordable  housing  loans  have  risks,  but  these  risks  can  be  managed  prudently. 
Members  of  the  FHLBank  System  -like  BankAmerica  Corp.~are  demonstrating  that 
they  understand  these  risks,  underwrite  accordingly,  and  are  demanding  consistent 
performance  from  this  part  of  their  business.   There  are  valuable  lessons  to  be  learned 
from  the  experience  of  FHLBank  System  members  about  how  to  originate  safe  and 
sound  affordable  housing  loans. 

The  FHLBanks  -  A  Primary  Delivery  System 

The  FHLBank  System  has  been  a  primary  source  of  lending  support  for  home 
mortgage  originations  since  its  creation  in  1 932.  The  FHLBank  System  supports  its 
member  financial  institutions  by  providing  short-  and  long-term  funding  that  allows 
System  members  to  originate  and  hold  any  mortgage  in  portfolio,  regardless  of 
secondary  market  standards.  Through  its  support  of  portfolio  lending,  the  FHLBank 
System  assists  community  financial  institutions  that  lend  for  local  housing  and 
community  development  that  might  not  otherwise  be  funded,  especially  in  historically 
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underserved  areas.   Studies  have  shown  that  portfolio  lenders  are  more  likely  to  lend 
to  low-  and  moderate-income  borrowers. 

The  partnership  between  the  FHLBanks  and  their  5,658  members  produces  a 
unique  credit  delivery  system  that  has  proven  to  be  efficient  and  effective.   Following 
the  Los  Angeles  earthquake  of  1 994,  for  example,  there  was  an  urgent  need  for  repair 
and  replacement  of  destroyed  housing.  The  FHLBank  of  San  Francisco  and  the 
California  State  Treasurer's  Office  announced  the  direct  placement  of  a  $145  million 
bond  to  help  in  the  rebuilding  process.   Proceeds  from  the  bond  were  advanced 
under  the  FHLBank's  Community  Investment  Program  to  five  FHLBank  members. 
One  month  after  the  earthquake,  all  five  members  received  the  funds  and  were  taking 
applications  for  loans  as  insurance  and  disaster  relief  claims  were  resolved. 

Even  with  the  market  dominance  of  secondary  market  leaders  Fannie  Mae  and 
Freddie  Mac,  there  continues  to  be  a  need  for  FHLBank  System  liquidity.  With 
mortgages,  one  size  does  not  fit  all.  The  FHLBank  System  membership  gives  a 
financial  institution  the  flexibility  to  offer  a  range  of  mortgage  products  to  serve  its  local 
community.   While  the  demand  for  non-standardized  mortgages  is  comparatively 
smaller  than  that  of  "cookie  cutter"  or  conforming  mortgages,  the  need  will  always  exist 
in  certain  segments  of  the  community  for  "consumer  conforming"  mortgage  products. 
The  FHLBank  System  supports  these  products  for  low-  and  moderate-income 
homebuyers  who  may  have  found  themselves  shut  out  from  more  mainstream 
sources  of  mortgage  funds. 

Some  critics  say  the  FHLBank  System  is  outdated  or  that  it  has  long  since 
served  its  purpose.   I  disagree.  While  there  is  room  for  strengthening  the  System's 
mission  statement  and  capital  structure,  the  System  remains  strong  while  continuing  to 
meet  the  housing  and  community  development  needs  of  the  nation.  And  a 
strengthened  FHLBank  System  is  better  able  to  expand  its  reach  to  people  in 
traditionally  underserved  communities. 

Additionally,  there  is  clear  evidence  that  FHLBank  System  membership  has 
substantial  value  to  the  financial  institutions  that  serve  the  housing  needs  of  their 
communities.  The  evidence  is  supported  by  the  ovenwhelming  number  of  financial 
institutions  that  have  joined  the  System  in  the  last  five  years.  FHLBank  System 
membership  has  nearly  doubled  in  that  time.  Why?  Because  these  institutions, 
operating  in  an  increasingly  competitive  marketplace,  know  that  membership  in  a 
FHLBank  allows  them  to  manage  risk  better  by  gaining  access  to  liquidity  while 
delivering  the  products  and  services  that  their  customers  and  communities  demand. 

I  have  outlined  some  reasons  why  the  FHLBank  System  is  a  valuable  part  of 
our  nation's  housing  finance  system.  In  exchange  for  the  benefits  of  being  a  federally- 
chartered  GSE,  the  FHLBanks  have  a  responsibility  to  enhance  their  public  purpose 
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through  existing  and  innovative  new  programs.   I  would  like  to  describe  for  you  the 
FHLBank  System's  participation  in  one  such  program. 

The  FHLBanks  have  officially  joined  the  National  Partners  for  Homeownership 
(NPH),  a  broad-based  public/private  partnership  with  the  goal  of  increasing  the  rate  of 
homeownership  nationwide  to  a  record  level  by  the  end  of  the  century.   The  NPH 
involves  dozens  of  partners  that  will  implement  the  1 00  specific  action  items  listed  in 
the  National  Homeownership  Strategy,  which  was  coordinated  at  the  request  of 
President  Clinton  by  the  Department  of  Housing  and  Urban  Development. 

The  FHLBanks  have  agreed  to  develop  their  own  plans  for  participation  in  the 
NPH  by  identifying  ways  to  cut  costs  of  homeownership,  open  markets  and  expand 
opportunities  for  communities  within  their  individual  FHLBank  districts.   This 
underscores  the  value  of  the  FHLBank  System  as  a  far-reaching  network  of  localized 
involvement. 

The  centerpiece  of  the  FHLBank  System's  involvement  in  the  NPH  is  a  Housing 
Finance  Board-authorized  change  to  the  regulations  governing  the  operation  of  the 
FHLBanks'  Affordable  Housing  Program  (AHP).   The  change  authorizes  each 
FHLBank  to  set  aside  a  portion  of  its  available  AHP  subsidies  to  assist  low-  and 
moderate-income  first-time  homebuyers.  A  popular  funding  mechanism  to  be  made 
available  to  families  qualifying  for  this  program  is  a  matched  savings  program  that 
would  allow  a  FHLBank  member  institution  to  match  (up  to  $5,000)  a  family's 
accumulated  savings  for  downpayment  and  also  provide  closing  cost  assistance  for 
the  purchase  of  a  first  home. 

We  all  can  agree  that  homeownership  is  an  important  element  in  stabilizing 
communities.   But  strengthening  neighborhoods  also  involves  investing  in  other 
aspects  of  the  community.   Through  its  Community  Investment  Program  (CIP),  the 
FHLBank  System  provides  support  for  community  and  economic  development.   Since 
1990,  the  CIP  has  provided  301  advances  totaling  $327  million  for  community  and 
economic  development  projects  nationwide.  While  this  is  a  substantial  achievement,  I 
believe  the  FHLBank  System  could  rise  to  meet  a  greater  need  is  this  area. 

Mission  Statement 

It  is  appropriate  to  try  and  maximize  a  reasonable  public  benefit  from  the 
unique  strengths  of  the  FHLBank  System.  And  a  statutory  statement  of  mission 
reminds  the  FHLBanks,  their  members,  and  the  public  why  the  System  exists  and 
offers  an  ongoing  challenge  for  each  FHLBank  to  justify  its  public  role. 

It  is  within  the  bounds  of  this  mission  that  we  work  together  to  modernize  the 
FHLBank  System,  acting  to  enhance  its  ability  to  meet  its  goals  and  responsibilities. 
By  formally  recognizing  the  unique  strengths  and  role  of  the  FHLBank  System  in  the 
mission  statement,  the  changes  to  the  FHLBank  System  we  are  discussing  are  put  in 
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context.         Both  the  committee  print  and  the  Administration  bill  reflect  the 
importance  of  the  mission  statement  and  the  intended  public  purpose  of  the  FHLBank 
System. 

Affordable  Housing  Program 

Dramatic  evidence  of  the  FHLBank  System's  unique  ability  to  support  long- 
term,  low-  and  moderate-income  housing  has  been  the  Affordable  Housing  Program 
(AHP).   Since  its  inception,  more  than  $377  million  of  AHP  funds  have  been  used  or 
committed  to  help  finance  over  99,000  housing  units  nationwide,  and  will  leverage  $5.6 
billion  in  total  development  funds. 

The  AHP  fosters  partnerships  between  community  lenders  and  community- 
based  housing  and  community  development  organizations.   Through  the  AHP,  the 
FHLBank  System's  member  institutions  are  able  to  assist  in  financing  affordable 
owner-occupied  and  rental  housing  for  low-income  individuals  and  families. 

The  AHP's  strong  support  of  multrfamily  rental  housing  is  a  fine  example  of  the 
success  being  achieved  by  this  relatively  new  program.   To  date,  63  percent  of  the 
total  housing  units  supported  by  the  AHP  are  multrfamily  rentals.  This  is  significant 
considering  the  growing  need  for  affordable  multifamily  rental  housing. 

Financing  is  available  for  so-called  "A"  properties  ~  newly  constructed 
suburban,  middle-income,  rental  townhomes  or  urban,  high-rent,  luxury  apartments  ~ 
but  capital  is  scarce  and  expensive  for  most  urban  and  rural  properties,  smaller 
projects,  rehabilitation  loans,  and  properties  serving  lower-income  and  special  needs 
tenants.   Many  cities  have  a  large  stock  of  older,  small  multifamily  properties  -  often 
owned  by  small  businesses  or  area  residents.  There  are  fewer  efficient  means  of 
getting  investment  capital  to  restore  and  preserve  this  valuable  source  of  affordable 
housing. 

The  AHP  has  the  flexibility  to  be  used  in  conjunction  with  other  funding  sources 
including  housing  finance  authorities,  non-profits,  state  and  local  governments,  low- 
income  tax  credits,  churches,  foundations  and  many  others.   Member  financial 
institutions  enthusiastically  use  the  AHP  because  its  flexible  funding  mechanism, 
combined  with  FHLBank  technical  support,  allow  them  to  broaden  overall  community 
support  while  making  Community  Reinvestment  Act  goals  easier  to  achieve.   To 
ensure  that  FHLBank  housing  and  community  development  programs  are  reaching 
targeted  populations,  each  FHLBank  has  an  Affordable  Housing  Advisory  Council, 
which  is  composed  of  community  housing  advocates  from  throughout  each  FHLBank 
region.  The  Affordable  Housing  Advisory  Councils  provide  for  the  FHLBanks  in 
meeting  their  prescribed  public  policy  mission. 

Low-income  housing  advocates  and  community  interest  groups  have  touted  the 
AHP  as  the  crown  jewel  of  housing  programs.  The  popularity  of  the  AHP  is  evidenced 
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by  the  large  demand  for  program  funds.  Applications  for  AHP  funding  consistently 
exceed  the  funds  available  by  four  times  or  more.  Anticipated  cuts  in  federal  funding 
sources  for  affordable  housing  surely  will  boost  demand  for  AHP  funds  to  even 
greater  levels.   I  believe  strongly  that  maintaining  the  minimum  $100  million  AHP 
requirement  contained  in  current  law  is  vital  to  sustaining  the  impact  of  this  essential 
program. 

Current  law  requires  that,  in  1 995  and  subsequent  years,  1 0  percent  of  the 
FHLBanks'  annual  net  earnings,  but  not  less  than  $100  million,  be  committed  to  the 
AHP.   The  committee  print  contains  language  that  would  decrease  the  FHLBanks' 
AHP  contribution  to  7.5  percent  beginning  in  1996,  and  also  removes  the  $100  million 
minimum  floor.  The  Administration  favors  maintaining  the  current  formula,  including 
the  $100  million  minimum,  except  in  the  unlikely  circumstance  where  the  System's 
capital  drops  below  $6  billion. 

MEMBERSHIP  AND  CAPITAL  STRUCTURE 
I  would  call  your  attention  to  the  questions  and  answers  submitted  for  the 
record  by  Treasury's  Assistant  Secretary  for  Financial  Institutions,  Richard  S.  Carnell, 
which  discusses  in  more  detail  the  membership  and  capital  structure  proposals  of  the 
Administration. 

In  a  recent  appearance  before  this  subcommittee,  I  described  in  detail  my 
position  on  various  aspects  of  legislation  to  modernize  the  FHLBank  System.  With 
that  already  on  the  record,  I  would  like  to  highlight  some  remarks  I  made  then,  and 
also  expound  on  those  remarks  In  a  few  key  areas. 

Voluntary  Membership  for  all  FHLBank  Svstem  Members 

The  committee  print  and  the  Administration  bill  would  make  membership 
voluntary  for  all  FHLBank  System  members,  recognizing  that  all  members,  regardless 
of  charter  type,  should  have  the  same  right  to  determine  whether  membership  is 
consistent  with  their  business  and  operating  strategies.   Since  FIRREA  opened  System 
membership  to  commercial  banks  and  credit  unions,  and  a  subsequent  Office  of  Thrift 
Supervision  decision  to  allow  state-chartered  savings  associations  to  withdraw  from 
membership  in  the  FHLBank  System  after  April  19,  1995,  mandatory  members  have 
represented  a  declining  share  of  the  total  membership  base. 

As  of  the  end  of  August,  the  only  remaining  mandatory  members  are  the  1,160 
federal  savings  associations,  out  of  a  total  of  5,658  System  members.  Given  that 
3,633  commercial  banks  and  credit  unions  have  joined  the  FHLBank  System 
voluntarily  ~  with  new  commercial  bank  members  ranging  in  type  from  the  $45  billion 
PNC  Bank  of  Pittsburgh,  Pennsylvania  to  the  System's  5,000th  member,  the  $42 
million  Bank  of  Beulah  in  Beulah,  North  Dakota  --  it  is  likely  that  the  benefits  and 
services  of  the  System  will  continue  to  attract  high  levels  of  membership. 

Lift  Restrictions  on  Access  to  Advances  for  Non-QTLs 
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At  present,  the  FHLBank  System  cannot  extend  advances  to  members  that  are 
not  qualified  thrift  lenders  (non-QTLs)  in  an  amount  greater  than  30  percent  of  total 
FHLBank  System  advances.   It  is  estimated  that  by  year-end  1996,  the  percentage  of 
System  advances  to  non-QTLs  will  run  up  against  this  arbitrary  ceiling.  The 
percentage  of  non-QTL  borrowing  is  somewhat  volatile  and  difficult  to  predict  since 
members  move  in  and  out  of  non-QTL  status.  Also,  under  current  law,  non-QTL 
members  are  required  to  hold  more  FHLBank  capital  stock  than  QTL  members  to 
support  borrowings,  possibly  making  borrowing  less  economical.   Finally  savings 
association  members  that  fail  to  meet  the  QTL  test  are  not  permitted  access  to  new 
advances. 

The  Committee  print  retains  the  provision  that  is  in  current  law.   I  support  this 
restriction  being  dropped,  but  only  in  the  context  of  achieving  comprehensive  System 
reform  (including  equalizing  the  terms  of  membership  and  fixing  the  problems  with  the 
current  REFCorp  allocation  formula). 


REFCorp  Allocation  Formula 

FIRREA  required  that  the  FHLBanks  contribute  $300  million  annually  toward  the 
interest  on  bonds  issued  by  the  Resolution  Funding  Corporation  (REFCorp).   The 
annual  $300  million  payment  is  allocated  among  the  FHLBanks  in  two  "rounds."  In  the 
first  round,  each  FHLBank  contributes  20  percent  of  its  net  income.  To  the  extent  20 
percent  of  FHLBank  System  net  income  is  less  than  $300  million,  each  FHLBank 
contributes  to  a  second  round  based  on  its  share  of  System  advances  to  SAIF- 
insured  members.   The  current  allocation  formula,  therefore,  provides  a  disincentive  to 
the  FHLBanks  to  engage  in  their  primary  business  ~  making  advances  to  members,  in 
this  case  SAIF-insured  members. 

A  recent  amendment  sponsored  by  you,  Mr.  Chairman  and  Congressman 
Kanjorski,  and  approved  by  the  Banking  Committee  as  part  of  the  Fiscal  Year  1996 
Budget  Reconciliation  bill  would  effectively  restructure  the  REFCorp  allocation  formula 
to  eliminate  the  second  round  and  use  a  straightforward  percentage  of  each 
FHLBank's  net  annual  earnings  as  the  FHLBanks'  REFCorp  contribution. 

I  applaud  your  successful  efforts  and  the  determination  of  Chairman  Morrison  in 
taking  this  first  step  to  end  the  regressive  and  contentious  REFCorp  allocation 
formula,   i  hope  that  with  final  Congressional  approval  of  your  provision,  we  can 
refocus  our  full  attention  on  the  business  of  modernizing  the  FHLBank  System. 

Non-Member  Borrowina 

The  FHLBank  System's  public  purpose,  as  defined  in  the  mission  statement  of 
the  Administration  bill  and  the  committee  print,  is  to  support  and  facilitate  residential 
mortgage  lending  by  member  institutions.   However,  a  certain  narrow  class  of  non- 
members  with  the  express  purpose  of  supporting  affordable  housing  finance  should 
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be  allowed  access  to  System  advances  under  the  more  limited  collateral  rules  that 
now  apply  to  non-member  borrowers. 

Section  1 0b  of  the  FHLBank  Act  currently  authorizes  institutions  that  qualify  as 
"non-member  mortgagees"  to  borrow  from  the  FHLBank  System.   As  of  August  31 , 
1 995,  the  Housing  Finance  Board  has  certified  as  eligible  non-member  borrowers  22 
state  and  local  housing  finance  agencies  that  have  applied  to  borrow  under  this 
provision.   In  addition,  on  September  12,  1995,  the  Housing  Finance  Board  approved 
the  System's  first  Native  American  housing  finance  agency,  the  Minnesota  Chippewa 
Tribal  Housing  Corporation,  as  a  non-member  mortgagee.  The  Chippewa  intend  to 
use  System  advances  to  fund  FHA-insured  mortgages  for  Chippewa  families. 

Six  state  housing  finance  agencies  (SHFAs),  Rhode  Island,  Massachusetts, 
Colorado,  Vermont,  New  Hampshire  and  Utah  have  utilized  advances  from  the 
FHLBank  System,  and  as  of  August  31,  1995,  there  were  $40  million  in  outstanding 
advances  to  SHFAs.   SHFAs  use  advances  in  a  number  of  creative  ways  to  support 
affordable  housing.   During  my  tenure  as  its  Executive  Director,  the  Rhode  Island 
Housing  and  Mortgage  Finance  Corporation  initiated  a  program  in  which  advances 
from  the  FHLBank  of  Boston  were  used  to  fund  a  reverse  annuity  program  that  serves 
low-income  elderly  home  owners  in  Rhode  Island. 

There  are  other  underserved  communities  that  could  be  better  served  through 
advances  to  non-members,  for  example,  the  shortage  of  affordable  housing  on  Native 
American  lands.  Although  more  than  $3  million  in  AHP  funds  have  been  made 
available  to  support  Native  American  housing  projects,  the  FHLBanks  are  capable  of 
meeting  even  greater  affordable  housing  needs  of  Native  American  communities 
because  of  the  flexibility  of  FHLBank  System  credit  products.   In  addition  to  the 
success  of  the  FHLBank  of  Des  Moines  and  the  non-member  mortgagee  status  of  the 
Chippewas,  the  FHLBanks  of  Seattle  and  Topeka  also  have  been  working  with  Indian 
housing  authorities  to  help  them  gain  access  to  advances  as  non-members.   Providing 
Native  American  housing  authorities  with  the  same  access  to  FHLBank  advances  that 
is  currently  authorized  for  eligible  housing  finance  agencies  would  facilitate  this 
process. 

Community  development  financial  institutions  (CDFIs)  also  have  the  potential  to 
use  advances  in  innovative  ways  to  help  fund  the  construction,  development  and 
renovation  of  affordable  housing.   CDFIs  that  have  served  as  national  models  for 
community  development  lending  ~  South  Shore  Bank  of  Chicago  and  Self-Help  Credit 
Union  of  Durham,  North  Carolina,  as  well  as  Appalbanc,  Inc.,  of  Berea,  Kentucky 
which  extends  loans  to  the  poorest  communities  ~  have  joined  the  FHLBank  System 
and  are  eligible  to  borrow  as  members.  The  FHLBanks'  support  of  affordable  housing 
and  community  development  lending  would  be  enhanced  if  all  CDFIs  have  access  to 
the  benefits  of  System  advances,  whether  or  not  they  qualify  for  System  membership. 
The  Administration  bill  accomplishes  this  by  amending  Section  1 0b  to  include  CDFIs 
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as  eligible  non-member  borrowers  in  addition  to  SHFAs  and  Indian  housing 
authorities. 

GOVERNANCE 
Board  Composition  of  the  Housing  Finance  Board 

Based  on  my  own  experience  serving  as  interim  Chair  of  the  Housing  Finance 
Board  prior  to  the  appointment  and  confirmation  of  Chairman  Morrison,  I  believe  that 
full-time  board  directors  are  neither  necessary,  nor  efficient.  On  the  other  hand,  it  is 
important  that  the  position  of  Chairman  be  a  full-time  position  and  that  the  Chairman 
be  designated  specifically  by  statute  as  the  chief  executive  officer  with  authority  to 
carry  out  the  day-to-day  administrative  responsibilities  of  the  agency.  With  the 
significantly  decreased  responsibilities  of  the  Housing  Finance  Board  that  will  result 
from  divestiture  of  its  governance  responsibilities,  there  is  even  less  basis  for  a  board 
comprised  of  all  full-time  directors.  Thus,  based  on  my  experience  with  the  agency,  I 
believe  the  appropriate  board  composition  is  a  5  person  board  with  a  full-time 
Chairman.  The  Secretaries  of  HUD  and  Treasury  should  be  on  the  board,  as  ex-officio 
members,  to  provide  appropriate  public  policy  expertise  in  the  areas  of  housing  and 
finance. 

Governance  Authorities 

Currently,  the  Housing  Finance  Board's  regulatory  duties  and  responsibilities 
are  much  like  those  of  the  other  financial  institution  regulatory  agencies.  The  agency 
is  responsible  for  examination  and  supervision  of  its  regulated  institutions  (the 
FHLBanks  and  Office  of  Finance)  and  for  implementing  and  enforcing,  through 
regulations  or  otherwise,  the  provisions  of  its  Act.   In  addition,  however,  the  Housing 
Finance  Board  plays  a  role  that  the  other  regulators  do  not;  that  is,  it  has 
responsibility  for  management  oversight  and  governance  of  the  same  institutions  that 
it  examines,  supervises  and  regulates. 

Four  of  the  five  studies  that  were  submitted  to  Congress  as  required  by  the 
Housing  and  Community  Development  Act  1992  specifically  addressed  the  inherent 
conflicts  of  interest  that  arise  from  these  dual  roles,  and  thus  recommended  a 
separation  of  the  Housing  Finance  Board's  management  and  governance  authorities 
from  its  supervisory  and  regulatory  responsibilities.   If  a  divestiture  of  current  Housing 
Finance  Board  governance  authorities  were  to  occur,  the  Housing  Finance  Board 
would  be  left  to  function  as  all  other  financial  institution  regulatory  agencies,  i.e.,  as  an 
arm's-length  regulator  of  its  regulated  institutions. 

The  Housing  Finance  Board  on  its  own  has  undertaken  a  project  to  evaluate  its 
various  governance  authorities  and,  to  the  extent  permitted  by  current  law,  is  taking 
steps  to  divest  those  authorities.   For  example,  the  authority  to  approve  certain 
membership  applications  has  been  delegated  to  the  FHLBanks.  The  Housing  Finance 
Board  also  has  relinquished  the  external  audit  contracting  process  to  the  FHLBanks 
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and  provided  blanket  approval  for  modifications  to  AHP  awards  that,  within  the 
guidelines  provided  by  the  Housing  Finance  Board,  meet  the  AHP  rules. 

Since  a  quorum  has  been  in  place,  action  is  scheduled  between  now  and  year 
end  to  further  divest  governance  responsibilities  to  the  extent  this  can  be 
accomplished  without  a  statutory  change. 

As  a  result  of  previous  devolution  of  authority  ~  and  anticipating  a  further 
reduction  in  the  agency's  governance  responsibilities  once  Congress  enacts 
legislation  modernizing  the  System  -  the  Housing  Finance  Board  has  reduced  its 
staffing  and  operating  expenses.   In  1994,  the  Housing  Finance  Board  staff  was 
reorganized  and  the  number  of  agency  employees  was  reduced  by  approximately 
one-fifth,  from  the  equivalent  of  123  full-time  employees  to  101.  Actual  agency 
spending  was  $13.2  million  for  the  year,  significantly  below  the  $16.1  approved 
budget,  and  in  fact,  lower  than  the  agency  approved  budget  for  1991.   This  enabled 
the  Housing  Finance  Board  to  waive  two  months'  assessments  in  the  fourth  quarter  of 
1 994,  saving  the  FHLBanks  $2.5  million;  an  additional  assessment  of  $1 .3  million  was 
waived  in  the  first  quarter  of  this  year,  for  a  total  savings  to  the  FHLBanks  of  $3.8 
million. 

Regarding  the  Housing  Finance  Board's  authority  to  designate  Chairs  and  Vice 
Chairs,  both  bills  would  appropriately  repeal  this  provision.   However,  in  view  of  the 
composition  of  the  FHLBank  boards  ~  i.e.,  approximately  two-thirds  elected  directors 
and  one-third  appointed  directors  ~  and  the  public  policy  purpose  of  the  System,  the 
statute  should  require  that,  in  making  such  designations,  the  FHLBank  boards  must  fill 
one  of  those  positions  with  an  appointed  director.  This  requirement  is  included  in  the 
Administration  proposal. 

Requiring  at  least  one  of  the  leadership  positions  on  the  FHLBank  boards  to  be 
an  appointed  director  is  in  keeping  with  the  important  public  policy  role  of  the  public 
interest  directors  on  the  boards  of  the  individual  FHLBanks  and  the  vision  and 
experience  such  directors  bring  to  FHLBank  board  decisions.   Their  contribution  is 
recognized  in  both  bills  through  the  maintenance  of  public  interest  representation  on 
the  FHLBank  boards.   The  Administration  has  been  able  to  achieve  significant  diversity 
in  the  composition  of  the  public  interest  director  appointments  to  the  regional  boards. 
Of  the  28  directors  appointed  in  1 995,  eight  are  African  Americans,  eight  are  female, 
two  are  Native  Americans,  and  one  is  Hispanic.  These  appointments  demonstrate  this 
Administration's  continued  commitment  to  ensuring  that  the  interests  of  all  Americans 
are  represented  on  the  boards  of  the  FHLBanks. 

Housing  Finance  Board  Reoulaton/  Authority 

As  just  discussed,  both  bills  effectively  move  responsibility  for  governance  and 
management  of  the  FHLBanks  from  the  Housing  Finance  Board  to  the  boards  of  the 
FHLBanks.  While  elimination  of  the  Housing  Finance  Board's  governance  authorities 
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is  desirable,  it  is  vitally  important  that  the  Housing  Finance  Board's  authority  to 
supervise  and  regulate  the  FHLBanks  and  the  System  be  retained  unequivocally.   In 
other  words,  the  statute  must  continue  specifically  to  provide  the  Housing  Finance 
Board  with  the  necessary  authorities  to  carry  out  the  customary  and  usual  functions  of 
a  financial  regulatory  agency.   Such  authorities  include  not  only  those  necessary  to 
ensure  the  safety  and  soundness  of  the  regulated  institutions,  but  also  the  regulatory, 
supervisory,  enforcement,  and  program  authorities  necessary  for  a  regulatory  agency 
to  carry  out  its  functions. 

The  Administration  bill  would  maintain  the  Housing  Finance  Board's  current 
program  responsibility  to  ensure  that  the  FHLBanks  carry  out  their  housing  finance 
mission,  the  committee  print  would  delete  that  responsibility.  To  ensure  that  the 
System  adheres  to  its  mission,  it  is  important  for  the  Housing  Finance  Board  to 
continue  to  have  the  duty  and  program  authority  to  ensure  that  the  mission  is  carried 
out. 


Consolidation 

As  the  System  now  stands,  twelve  regional  FHLBanks  and  5,658  member 
institutions  form  an  excellent  system  to  support  an  effective,  localized  network  of 
community  support  and  housing  finance  delivery.  This  vast  network  that  includes 
regional  boards  of  directors  and  affordable  housing  advisory  counsels  that  know  the 
needs  of  their  communities  is  the  most  responsive  and  supportive  structure  at  the 
present  time.   Ultimately,  because  of  market  forces  and  the  efficiency  of  FHLBank 
regional  structures,  consolidation  should  be  determined  by  each  FHLBank's  board  of 
directors. 

CONCLUSION 
The  FHLBank  System  serves  an  important  role  in  today's  housing  finance 
markets.   I  am  encouraged  to  see  broad  agreement  on  the  issues  faced  by  the 
System  and  a  willingness  to  deal  with  them  in  a  comprehensive  way.  With  the 
passage  of  modernization  legislation,  the  FHLBank  System  will  perform  its  mission 
from  a  position  of  renewed  strength  with  the  potential  to  serve  the  many  of  our 
nation's  unmet  housing  needs.  I  look  fonward  to  working  with  you  to  see  our  common  / 
goals  of  a  modernized  FHLBank  System  come  to  fruition. 
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SUMMARY  OF  TESTIMONY 

In  your  letter  of  invitation,  Mr.  Chairman,  you  asked  that  we  address  your  specific 
questions,  and  indicated  that  we  should  feel  free  to  address  the  general  subject  of  Bank 
System  reform. 

Questions  in  the  Invitation  Letter 

A.  Do  institutions  investing  in  FHLBank  structured  debt  understand  the  market 
risk  associated  with  the  instruments?  How  are  you  monitoring  the  exposure? 

•  The  GTS  collects  detailed  information  on  the  dollar  volume  and  interest  rate 
sensitivity  of  structured  debt  held  by  savings  associations.   These  data  are  used 
by  GTS,  in  conjunction  with  an  internal  GTS  interest  rate  risk  model  (the  GTS 
Net  Portfolio  Value  Model),  to  monitor  the  interest  rate  risk  exposure  of 
savings  associations. 

•  GTS  examiners  also  carefully  review  the  securities  holdings  of  savings 
associations  during  the  course  of  on-site  examinations  and  the  internal  processes 
followed  by  the  institution  in  deciding  to  purchase  the  notes. 

•  Since  instituting  these  supervisory  measures,  the  GTS  has  not  encountered  any 
systemic  problems  regarding  savings  association  investments  in  structured  debt. 

B.  Does  the  existence  of  the  Federal  Home  Loan  Bank  System  increase  the 
amount  of  total  dollars  available  for  housing? 

•  We  believe  that  Bank  System  advances  do,  in  fact,  enhance  the  availability  of 
housing  credit  for  three  reasons: 

—  advances  provide  a  low-cost  and  readily  available  source  of  funds; 
~  the  variety  of  maturities  available  on  Bank  System  advances  provides 

members  with  greater  flexibility  in  managing  their  interest  rate  risk;  and 
~  Bank  System  advances  provide  funding  for  nontraditional  mortgage  loans. 

C.  Do  smaller  depository  institutions  generally  need  access  to  the  intermediate 
and  longer-term  liabilities  provided  by  the  Bank  System? 

•  Yes,  these  options  are  especially  important  for  small  institutions.   These 
advances  enable  members  to  manage  interest  rate  risk  without  having  to  engage 
in  more  sophisticated  hedging  transactions.   In  this  manner,  the  Bank  System 
provides  a  vital  service  to  lenders  particularly  sensitive  to  fluctuations  in 
interest  rates. 
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D.  It  has  been  said  that  Bank  System  advances  allow  smaller,  well-capitalized 
banks  to  leverage  up  their  balance  sheets. 

•  If  an  institution  remains  well  capitalized  and  grows  wisely,  then  its  strategy  is 
consistent  with  prudent  business  practices.   There  have  been  instances, 
however,  in  which  institutions  have  grown  dieir  balance  sheets  imprudendy. 
The  very  real  problems  raised  by  such  a  strategy  are  not  direcdy  related  to  the 
source  of  funding  such  growtii.   Other  forms  of  financing  may  also  be  misused 
in  the  same  manner. 

E.  Do  you  see  a  reliance  on  the  system  for  liquidity  as  a  positive  development  for 
smaller  insured  depository  institutions? 

•  Over  3,400  commercial  banks  have  joined  the  Bank  System  since  1989.   Most 
of  these  institutions  are  small,  averaging  only  $325  million  in  total  assets  as  of 
March  1995.  These  data  suggest  that  the  Bank  System  is  viewed  as  a  significant 
benefit  by  small  institutions. 

•  Although  many  of  these  institutions  are  members  of  the  Federal  Reserve  System 
and  have  access  to  its  discount  window,  dual  membership  in  the  Federal  Home 
Loan  Banks  provides  longer-term  funding  sources  to  support  mortgage  lending. 

Bank  System  Reform 

As  a  result  of  the  changes  made  to  the  Bank  System  by  the  Financial  Institutions 
Reform,  Recovery  and  Enforcement  Act  of  1989  ("FIRREA")  and  the  Competitive 
Equality  Banking  Act  of  1987  ("CEBA"),  the  System  faces  a  number  of 
challenges.   The  costs  imposed  on  the  Bank  System  by  FIRREA  and  CEBA  have 
reduced  System  income  and  have  created  an  incentive  for  the  Bank  System  to  seek 
new  and  higher-yielding  products  and  investments.    This  has  increased  the  risk  in 
the  System  and  has  raised  questions  about  its  purpose.   In  addition,  differences  in 
the  terms  governing  membership  and  advances  for  savings  associations  and  other 
institutions  have  effectively  created  two  distinct  classes  of  members  with  the 
potential  for  different  investment  objectives  and  different  levels  of  risk  exposure. 
This  tension  among  members,  conflicting  demands  on  management,  raise  questions 
of  fairness  and  need  to  be  addressed  in  the  near  term.   In  light  of  these  difficulties, 
the  OTS  strongly  supports  Bank  System  restructuring  and  modernization. 
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I.        Introduction 

Good  morning.  Chairman  Baker  and  members  of  the  Subcommittee.   Thank 
you  for  the  opportunity  to  participate  in  this  oversight  hearing  on  the  Federal  Home 
Loan  Bank  System  ("Bank  System").    Mr.  Chairman,  I  commend  you  for  your 
continuing  leadership  on  Bank  System  issues.   The  views  I  express  today  are  those  of 
the  Office  of  Thrift  Supervision  ("OTS")  and  not  necessarily  those  of  the 
Administration. 

As  the  regulator  of  savings  associations,  the  OTS  has  a  vital  interest  in  the 
Bank  System.   Federal  and  state  savings  associations  hold  over  $7  billion  in  Bank 
System  capital  stock.   This  represents  more  than  half  of  all  Bank  System  stock.   For 
most  savings  associations.  Bank  System  stock  is  their  single  largest  investment.   It 
currently  constitutes  12%  of  savings  associations'  capital.   Savings  associations  are 
also  the  Bank  System's  biggest  customers,  holding  almost  $76.4  billion,  or  nearly 
two-thirds,  of  total  System  advances.   Thus,  the  operations  and  continued  health  of  the 
Bank  System  are  of  great  interest  to  institutions  regulated  by  the  OTS. 

In  your  letter  of  invitation,  Mr.  Chairman,  you  asked  that  we  address  six 
specific  questions,  and  indicated  that  we  should  also  feel  free  to  address  the  general 
subject  of  Bank  System  reform.   In  my  testimony  today,  I  will  first  address  your  six 
questions  and  then  comment  briefly  on  Bank  System  reform. 
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n.       Questions  In  The  Invitation  Letter 

A.       Government  sponsored  enterprises  ("GSEs"),  such  as  the  Federal 
Home  Loan  Banks,  have  issued  derivative/structured  debt,  such  as 
inverse  floaters,  which  have  been  bought  by  institutions  that  you 
regulate.   Do  such  institutions  investing  in  the  debt  understand  the 
market  risk  associated  with  the  instruments?   How  are  you 
monitoring  the  exposure  to  insured  depository  institutions  of  the  debt 
issued  by  the  GSEs? 

The  OTS  has  taken  a  variety  of  steps  designed  to  improve  the  understanding  by 
management  of  savings  associations  of  the  risks  presented  by  structured  debt  and  other 
complicated  financial  instruments.   We  also  monitor  the  exposure  of  thrifts  under  our 
supervision  to  this  type  of  instrument. 

On  August  15,  1994,  the  OTS  issued  Thrift  Bulletin  65,  Structured  Notes, 
which  provides  guidelines  to  be  followed  by  savings  associations  considering  an 
investment  in  structured  debt.   The  bulletin  contains  straightforward  investment 
advice,  including  the  admonition  that  institutions  should  carefully  review  and 
understand  the  terms  and  provisions  of  such  debt  prior  to  purchase.   The  bulletin  also 
requires  institutions  to  conduct  a  sensitivity  analysis,  or  stress  test,  of  structured  debt 
instruments  prior  to  purchase  so  that  they  have  a  clear  understanding  of  the  risk  and 
return  characteristics  of  the  instruments. 

As  part  of  our  monitoring  program,  the  OTS  also  collects  detailed  information 
every  three  months  on  the  dollar  volume  and  interest  rate  sensitivity  of  structured  debt 
and  derivatives  held  by  savings  associations  on  Schedule  CMR  of  the  Thrift  Financial 
Report.   These  data  are  used  by  OTS,  in  conjunction  with  an  internal  OTS  interest 
rate  risk  model  (the  OTS  Net  Portfolio  Value  Model),  to  monitor  the  interest  rate  risk 
exposure  of  savings  associations.   The  OTS  shares  the  results  of  its  interest  rate  risk 
testing  with  management  of  the  savings  associations  on  a  quarterly  basis.   In  addition 
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to  computer-based  monitoring  and  surveillance,  OTS  examiners  also  carefully  review 
the  securities  holdings  of  savings  associations  during  the  course  of  on-site 
examinations  and  the  internal  processes  followed  by  the  institution  in  deciding  to 
purchase  the  notes. 

When  structured  debt  was  a  relatively  new  product,  several  OTS-regulated 
institutions  made  investments  of  a  type  or  in  an  amount  that  OTS  considered 
inappropriate,  largely  because  the  institutions  did  not  fiilly  understand  the 
characteristics  of  the  product.   Since  the  issuance  of  Thrift  Bulletin  65  and  the 
institution  of  our  reporting  system  for  structured  debt,  however,  the  OTS  has  not 
encountered  any  systemic  problems  regarding  savings  association  investments  in 
structured  debt. 

B.       Does  the  existence  of  the  Federal  Home  Loan  Bank  System 
increase  the  amount  of  total  dollars  available  for  housing? 

As  of  June  30,  1995,  Bank  System  advances  totaled  $119  billion.    We  are 
unaware  of  any  hard  data  on  the  marginal  effect  of  these  advances  on  the  flow  of 
credit  to  housing  markets.   Nonetheless,  we  believe  that  Bank  System  advances  do,  in 
fact,  enhance  the  availability  of  housing  credit.    Member  institutions  have  a  variety  of 
sources  available  to  fund  mortgage  loans,  including  insured  deposits,  reverse 
repurchase  agreements  and  the  secondary  mortgage  market.   Bank  System  advances, 
however,  offer  at  least  three  distinct  advantages  not  available  through  these  alternative 
sources  of  funding. 

First,  advances  provide  a  low-cost  and  readily  available  source  of  funds.  The 
overall  cost  of  advances  is  often  comparable  to  the  overall  cost  of  deposits  once 
deposit  insurance  premiums  and  operating  costs  required  to  maintain  branches  are 
factored  in.   The  cost  of  advances  compares  favorably  to  alternative  sources  of 
wholesale  funding,  such  as  reverse  repurchase  agreements  and  financings  obtained 
through  correspondent  relationships.   To  the  extent  that  advances  provide  a  lower-cost 
source  of  funding,  they  enhance  the  profitability  (and,  thus,  financial  condition)  of 
member  institutions  and  enable  them  to  offer  loan  products  to  the  public  at  lower  rates. 


140 


Second,  the  variety  of  maturities  available  on  Bank  System  advances  provides 
Bank  System  members  with  greater  flexibility  in  managing  their  interest  rate  risk  when 
funding  their  mortgage  activities.    It  reduces  pressure  on  institutions  to  engage  in 
sophisticated  hedging  strategies.   Approximately  60%  of  all  Bank  System  advances  are 
intermediate  or  long-term  advances.   It  would  be  difficult  to  replicate  these  liabilities 
outside  the  Bank  System.   The  availability  of  these  longer-term  maturities  enhances 
the  appeal  of  originating  and  holding  long-term  mortgages. 

Third,  Bank  System  advances  may  provide  funding  for  nontraditional  mortgage 
loans  that  could  not  easily  be  sold  into  the  secondary  market.    Loans  in  this  category 
might  include  those  designed  for  low-  and  moderate-income  households.   At  least  one 
survey  conducted  several  years  ago  indicated  that  almost  half  of  all  loans  held  in 
portfolio  by  savings  associations  were  loans  that  were  not  typically  securitizable. 
Bank  System  advances  provide  an  important  source  of  funding  for  these  types  of 
loans,  particularly  in  areas  of  high  loan  demand  and  scarce  insured  deposit  inflows. 

Our  present  system  of  community-based  portfolio  lenders  is,  I  believe, 
advantageous  to  the  U.S.  economy  and  our  housing  markets.   Most  thrift  institutions 
tend  to  be  small  community-based  lenders.   The  median  size  of  OTS-regulated  thrifts 
is  just  over  $100  million. 

As  part  of  their  ongoing  business,  community-based  portfolio  lenders  acquire 
specialized  knowledge  of  the  creditworthiness  of  their  customers.   As  a  result,  they 
are  able  to  make  credit  decisions  and  establish  terms  and  conditions  on  loans  based  on 
a  history  of  having  worked  with  their  borrowers  and  their  knowledge  of  the 
borrowers'  unique  needs.   While  these  loans  might  not  meet  national  standards 
required  for  securitization,  they  remain  an  important  component  of  the  financial 
system.   Access  to  Bank  System  advances  provides  an  important  source  of  liquidity  to 
institutions  holding  such  non-conventional  loans  in  their  portfolio. 


141 


C.       What  if  the  available  collateral  to  support  advances  from  the 
Bank  System  included  other  types  of  government-related 
collateral,  e^,  FHA,  SBA,  and  Sallie  Mae? 

Under  current  law,  members  can  pledge  whole  first  residential  mortgages, 
deposits  at  a  Federal  Home  Loan  Bank,  Treasury  (or  agency)  securities,  and  "other 
real  estate"  as  collateral  for  advances.    Other  real  estate  collateral  can  be  either 
residential  or  commercial,  but  must  have  a  readily  ascertainable  market  value. 
Advances  secured  by  other  real  estate  collateral  cannot  exceed  30%  of  a  member's 
capital. 

The  Farmers'  Home  Administration  ("FHA"),  the  Small  Business 
Administration  ("SBA"),  and  the  Student  Loan  Marketing  Association  ("Sallie  Mae") 
all  have  statutory  authority  to  guarantee  loans  to  their  particular  constituents. 
Guarantees  issued  by  Sallie  Mae  typically  cover  the  entire  principal  amount  of  the 
loans  to  which  they  apply.    By  contrast,  FHA  and  SBA  guarantees  are  typically 
capped  at  90%  of  principal.   Clearly,  the  guaranteed  portion  of  any  of  these  loans 
poses  no  credit  risk  to  the  originating  institution  or  to  the  Bank  System.   Moreover, 
the  credit  risk  presented  by  the  nonguaranteed  portion  of  these  loans  can  be  mitigated 
if  adequately  secured  by  other  forms  of  collateral.   If  these  loans  were  added  to  the 
list  of  acceptable  collateral,  the  Federal  Housing  Finance  Board  ("FHFB")  would 
presumably  promulgate  implementing  regulations  requiring  the  unguaranteed  portion 
of  the  loans  to  be  covered  by  adequate  collateral.   Under  these  circumstances, 
allowing  FHA,  SBA,  and  Sallie  Mae  guaranteed  loans  to  be  offered  as  collateral  for 
Bank  System  advances  would  not  appear  to  present  safety  and  soundness  concerns. 

The  fundamental  issue  raised  by  the  question  relates  to  whether  the  nature  of 
funding  provided  by  the  Bank  System  should  be  broadened  beyond  residential 
mortgage  lending  to  support  other  types  of  lending.   As  of  June  30,  1995,  Bank 
System  members  held  about  $2  trillion  in  assets  of  which  about  half  were  residential 
mortgage  loans.   By  contrast,  members  held  only  about  $119  billion  in  advances. 
Thus,  for  most  Bank  System  members,  there  appears  to  be  no  shortage  of  qualified 
collateral. 
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Some  commercial  banks  that  are  Bank  System  members  may  not  hold 
substantial  portfolios  of  mortgage  loans  and  other  qualifying  collateral  but  may  hold 
significant  amounts  of  FHA,  SBA,  and  Sallie  Mae  loans.   If  the  decision  were  made 
to  expand  the  list  of  qualifying  collateral  to  include  these  loans,  it  would  be  logical  to 
modify  the  Bank  System  rules  that  restrict  the  purposes  for  which  advances  can  be 
used.   Changing  the  System's  mission  away  from  a  focus  on  residential  mortgage 
financing,  however,  raises  policy  issues  that  might  more  appropriately  be  addressed  by 
the  Administration  and  the  Congress.   The  OTS  concern  would  relate  only  to  ensuring 
that  any  modification  does  not  adversely  affect  the  performance  and  capital  position  of 
institutions  supervised  by  OTS. 

D.       Do  smaller,  i.e.,  less  than  $250  million  in  assets,  insured  depository 
institutions  generally  need  access  to  the  intermediate  and  longer-term 
liabilities  which  can  be  provided  by  the  Bank  System? 

Smaller  institutions  generally  have  fewer  wholesale  fimding  options  than  larger 
institutions;  most  importantly,  they  do  not  have  ongoing  access  to  the  domestic  and 
international  capital  markets.   As  a  result,  the  funding  flexibility  provided  by  Bank 
System  advances  may  be  of  particular  value  to  smaller  institutions. 

Intermediate  and  long-term  Bank  System  advances  provide  Bank  System 
members  with  important  options  for  managing  interest  rate  risk.   These  options  are 
especially  important  for  small  institutions.    Large  institutions  may  have  the  technical 
expertise  and  resources  that  enable  them  to  engage  in  sophisticated  hedging  strategies. 
Few  small  institutions  have  these  resources.   Moreover,  small  institutions  have  a 
tendency  to  hold  a  significant  amount  of  long-term  fixed-rate  mortgages  in  their 
portfolios  fimded  by  short-term  liabilities  ~  a  position  that  exposes  them  to  potentially 
greater  interest  rate  risk. 
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One  way  to  mitigate  this  risk  is  to  use  a  liability  that  better  matches  the 
duration  of  the  loans.   Intermediate  and  long-term  Bank  System  advances  can  be  used 
in  this  manner.   As  already  noted  above,  the  capital  markets  do  not  offer  small 
institutions  a  low-cost  alternative  source  of  intermediate-  and  long-term  funding. 

The  Federal  Home  Loan  Banks  also  help  their  members  reduce  interest  rate  risk 
by  intermediating  interest  rate  swap  transactions  between  their  members  and  third 
parties.   Interest  rate  swaps  allow  institutions  to  reduce  their  interest  rate  risk  exposure 
by  exchanging  the  interest  payments  on  short-  and  long-term  financial  instruments. 
Thus,  institutions  that  are  exposed  to  interest  rate  risk  from  long-term  fixed-rate 
mortgages  held  in  portfolio  may  be  able  to  swap  the  interest  payments  received  from 
their  loans  for  a  variable-rate  payment  stream  owned  by  a  counterparty,  thereby 
enabling  institutions  to  hedge  their  balance  sheets. 

Thus,  both  through  intermediate  and  longer-term  advances  and  by 
intermediating  interest  rate  swap  transactions,  the  Bank  System  provides  an  important 
service  to  lenders  particularly  sensitive  to  fluctuations  in  interest  rates. 

E.       It  has  been  said  that  Bank  System  advances  allow  smaller, 

well-capitalized  banks  to  leverage  up  their  balance  sheets.  Do 
you  see  instances  of  this  happening  and  how  are  you 
monitoring  the  situation? 

Small  institutions  sometimes  find  themselves  with  capital  well  in  excess  of  both 
regulatory  requirements  and,  more  importandy,  what  they  need  to  operate  their 
business  prudently.   In  an  effort  to  increase  their  return  on  equity,  an  overcapitalized 
institution  may  seek  to  grow  its  assets  rather  than  return  some  portion  of  the  excess 
capital  to  its  owners.   If  the  institution  remains  well  capitalized  and  grows  wisely, 
then  its  strategy  is  consistent  with  prudent  business  practices. 
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There  have  been  instances,  however,  in  which  institutions  have  grown  their 
balance  sheets  imprudently.   Institutions  may  have  sought  to  expand  their  loan  growth 
by  lowering  credit  standards  and  documentation  requirements.   Others  may  have 
purchased  mortgage-backed  securities  ("MBSs")  or  collateralized  mortgage  obligations 
("CMOs")  and  other  securities  in  a  manner  that  increased  their  interest  rate  risk 
exposure. 

The  very  real  problems  raised  by  such  a  strategy,  however,  are  not  directly 
related  to  the  source  of  funding  such  growth.   While  OTS  examiners  monitor  the  rapid 
growth  of  any  portion  of  the  balance  sheet,  I  am  not  aware  of  any  systemic  problem  in 
the  industry  we  supervise  that  is  directly  linked  to  Bank  System  advances. 

F.       Many  insured  depository  institutions  have  joined  a  Federal 
Home  Loan  Bank  to  gain  access  to  the  liquidity  provided  by 
the  System.  Do  you  see  this  reliance  on  the  system  for 
liquidity  as  a  positive  development  for  smaller  insured 
depository  institutions? 

Advances  offer  member  institutions  a  readily  accessible,  convenient,  and  low- 
cost  source  of  funding.   As  noted  in  the  answer  to  question  B.,  access  to  System 
advances  allows  institutions  to  originate  and  hold  long-term  mortgage  loans  that  can  be 
used  as  collateral  against  advances  but  might  not  be  easily  securitized. 

Over  3,400  commercial  banks  have  joined  the  Bank  System  since  1989.   Most 
of  these  institutions  are  small,  averaging  only  $325  million  in  total  assets  as  of  March 
1995.  These  data  suggest  that  the  Bank  System  is  viewed  as  a  significant  benefit  by 
small  institutions.   Although  many  of  these  institutions  are  members  of  the  Federal 
Reserve  System  and  have  access  to  its  discount  window,  dual  membership  in  the 
Federal  Home  Loan  Banks  provides  longer-term  funding  sources  to  support  mortgage 
lending. 
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m.     Bank  System  Reform 

I  will  now  turn  briefly  to  the  subject  of  Bank  System  reform. 

In  recent  years,  most  observers  -  including  the  Federal  Housing  Finance 
Board,  the  Treasury  Department,  the  Department  of  Housing  and  Urban  Development, 
the  Federal  Home  Loan  Banks,  and  most  members  of  the  Banks  --  have  concluded  that 
the  Bank  System  should  be  reformed.   Most  of  the  issues  driving  the  call  for  reform 
arise  out  of  changes  made  to  the  Bank  System  by  the  Financial  Institutions  Reform, 
Recovery  and  Enforcement  Act  of  1989  ("FIRREA")  and  the  Competitive  Equality 
Banking  Act  of  1987  ("CEBA"). 

Because  thrifts  comprised  virtually  all  of  the  membership  of  the  Bank  System 
prior  to  FIRREA,  Congress  looked  to  the  Bank  System  as  a  source  of  funds  to  cover  a 
portion  of  the  costs  of  the  thrift  crisis  in  the  1980s.    When  CEBA  was  enacted  in 
1987,  $680  million  in  Bank  System  retained  earnings  were  used  to  cover  start-up  costs 
for  the  Financing  Corporation  ("FICO").   (FICO  was  created  to  issue  bonds  to  fund 
the  former  Federal  Savings  and  Loan  Insurance  Corporation.)   When  FIRREA  was 
enacted  in  1989,  another  $2.5  billion  of  Bank  System  retained  earnings  were  used  to 
ftmd  start-up  costs  for  the  Resolution  Funding  Corporation  ("REFCORP"). 
(REFCORP  was  created  to  issue  bonds  to  provide  funding  to  the  Resolution  Trust 
Corporation.) 

FIRREA  also  imposed  two  additional  levies  on  the  Bank  System.   First,  the 
Banks  must  pay  $300  million  annually  to  cover  interest  payments  on  bonds  issued  by 
REFCORP.   Second,  they  must  contribute  the  greater  of  $100  million  or  10%  of  net 
income  annually  into  a  FIRREA-mandated  Affordable  Housing  Program  ("AHP"). 
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FIRREA  authorized  commercial  banks  to  become  members  of  the  Bank  System. 
This  has  also  placed  stress  on  the  System  because  different  standards  apply  to  different 
member  depository  institutions.   Key  differences  include: 

•  Federally  chartered  thrift  institutions  are  required  to  be  members  of  the  Bank 
System  and  cannot  withdraw.   By  contrast,  membership  for  commercial  banks 
and  state-chartered  institutions  is  voluntary. 

•  Commercial  banks  and  FDIC-regulated  thrifts  that  hold  as  little  as  10%  of  their 
assets  in  mortgage-related  investments  can  join  the  Bank  System,  whereas 
federal  and  state  savings  associations  are  required  to  meet  the  statutory 
Qualified  Thrift  Lender  ("QTL")  test.   This  effectively  requires  a  minimum 
mortgage  investment  by  OTS-regulated  thrifts  that  is  many  times  higher  than 
the  level  specified  for  banks  and  FDIC-regulated  thrifts. 

•  Savings  associations  generally  must  acquire  far  more  Bank  System  stock  (as  a 
percentage  of  total  assets)  than  other  institutions  to  become  members  of  the 
Bank  System.   This  results  from  the  formula  governing  the  amount  of  Bank 
System  stock  that  members  must  hold,  which  is  tied  primarily  to  an  institution's 
level  of  mortgage  loans. 

•  Institutions  that  are  not  QTL  lenders,  however,  are  generally  subject  to 
additional  stock  purchase  requirements  if  they  draw  down  a  substantial  amount 
of  advances.   Thus,  heavy  users  of  advances  that  are  not  QTL  lenders  can  end 
up  purchasing  more  stock  than  QTL  lenders. 


• 


The  Federal  Home  Loan  Banks  are  required  to  give  priority  to  making 
advances  to  QTL  lenders.   Moreover,  the  aggregate  advances  of  any  Federal 
Home  Loan  Bank  to  non-QTL  lenders  may  not  exceed  30%  of  the  Federal 
Home  Loan  Bank's  total 
advances. 
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•         The  prescribed  formula  for  determining  each  Federal  Home  Loan  Bank's  share 
of  the  Bank  System's  annual  $300  million  contribution  to  REFCORP  consists  of 
two  prongs.    Under  the  first  prong,  each  Bank  must  first  pay  up  to  20%  of  its 
annual  net  income.   The  second  prong  is  computed  on  the  basis  of  the  twelve 
Banks'  average  outstanding  advances  to  members  insured  by  the  Savings 
Association  Insurance  Fund  ("SAIF"),  Le^,  primarily  savings  associations. 
Thus,  Banks  that  lend  heavily  to  savings  associations  may  pay  a  higher 
proportion  of  their  income  to  REFCORP. 

As  a  result  of  the  changes  made  to  the  Bank  System  by  FIRREA  and  CEBA, 
the  System  faces  a  number  of  challenges.   The  demand  for  traditional  System 
advances  firom  thrift  institutions  has  fallen  since  the  late  1980s.   The  costs  imposed  on 
the  Bank  System  by  FIRREA  and  CEBA  have  reduced  System  income.   This  has 
created  an  incentive  for  the  various  Federal  Home  Loan  Banks  to  seek  new  and 
higher-yielding  products  and  investments.   This  has  increased  the  risk  in  the  System 
and  has  raised  questions  about  the  purpose  of  the  System  and  how  to  ensure  adequate 
capitalization  and  safety  and  soundness.   In  addition,  the  differences  in  the  terms 
governing  membership  and  advances  for  savings  associations  and  other  institutions 
have  effectively  created  two  distinct  classes  of  members  with  the  potential  for  different 
investment  objectives  and  different  levels  of  risk  exposure.   This  creates  tension 
among  members,  conflicting  demands  on  management,  and  raises  questions  of 
fairness. 

In  light  of  these  difficulties,  the  OTS  strongly  supports  Bank  System 
restructuring  and  modernization.  The  housing  finance  system  has  undergone  dramatic 
restructuring  over  the  last  two  decades  and  the  structure  and  operations  of  the  Bank 
System  should  reflect  these  changes.   Earlier  this  year,  Mr.  Chairman,  you  and  the 
Treasury  Department  released  reform  bills  that  were  quite  similar  in  substance.   These 
bills  provide  a  solid  basis  for  Bank  System  reform.   As  this  Subcommittee  moves 
forward  in  the  reform  process,  the  OTS  stands  ready  to  work  with  you. 

Thank  you. 
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Federal  Home  Loan  Bank  System 

Reforms  Needed  to  Promote  Its  Safety,  Soundness,  and  Effectiveness 

Summary  of  Statement  by 

Thomas  J.  McCool 

Associate  Director, 

Financial  Institutions  and  Markets  Issues 

U.S.  General  Accoimting  Office 


In  its  1993  report  on  the  Federal  Home  Loan  Bank  System  (System),  GAO  made  a 
series  of  recommendations  to  improve  its  overall  functioning.   GAO  believes  that 
these  recommendations  are  still  relevant  and  would  provide  the  basis  for  a  safer  and 
sounder  System.  The  biggest  obstacles  to  effective  reform  are  the  Resolution  Funding 
Corporation  (REFCorp)  and  Affordable  Housing  Program  (AHP)  annual  System 
obligations.   Because  these  are  currently  both  fixed  in  amount  and  of  substantial  size, 
they  affect  the  way  the  system  functions  and  impose  constraints  on  reform  efforts. 
Activities  undertaken  to  increase  System  income  to  pay  the  obligations  may  have 
increased  the  extent  of  risk  in  the  System.   Because  one  of  the  bases  for  paying  the 
REFCorp  obligation  is  the  amoimt  of  advances  made,  Federal  Home  Loan  Banks 
(FHLBanks)  are  penalized  for  providing  liquidity  for  mortgage  lending,  which  is  the 
primary  purpose  of  the  System.  The  fixed  nature  of  the  obligations  also  may  inhibit 
potential  improvements  in  the  capital  structure,  and  complicate  possible  moves 
toward  consolidation.   In  its  report,  GAO  suggested  two  options  to  resolve  this 
problem  and  improve  System  incentives.   Each  approach  would  base  the  payment 
solely  on  some  ability-to-pay  measiire  such  as  net  income  or  assets.  One  approach 
includes  a  shortfall  allocation  and  the  other  does  not. 

In  1993,  GAO  reported  on  several  weaknesses  in  the  System's  capital  structure.  The 
most  important  weakness  was  that  required  capital  was  not  tied  to  the  risks  each 
FHLBank  incurred.   In  addition,  the  capital  was  impermanent-it  could  be  readily 
withdrawn  from  the  System,  and  could  not  be  relied  upon  to  provide  a  s\ifficient 
cushion  during  a  crisis.  GAO  recommended  a  risk-based  capital  requirement  to  deal 
with  the  first  concern  and  a  retained  earnings  requirement  to  deal  with  the  second. 
To  reduce  the  potential  for  System  instability  that  exists  when  there  are  both 
voluntary  and  mandatory  members,  GAO  also  recommended  making  membership 
fully  volvmtary  with  similar  terms  of  membership  for  all.   GAO  also  suggested  that 
all  volimtary  membership  would  provide  a  better  basis  for  any  consolidation  of  the 
System  to  take  advantage  of  potential  efficiencies  and  cost  saving  opportunities. 

In  its  report,  GAO  recommended  combining  the  regulation  of  all  housing  GSEs  xmder 
the  same  regulator.  This  would  combine  the  Federal  Housing  Finance  Board  (FHFB) 
and  the  Office  of  Federal  Housing  Enterprise  Oversight.   GAO  also  foimd  that  AHP 
has  generally  met  Congress'  intent  that  it  be  a  flexible  source  of  funding  for 
affordable  housing.   GAO  believes  that  administrative  control  of  the  program  along 
with  other  management  functions  should  be  devolved  to  the  FHLBanks  rather  than 
having  them  set  by  FHFB. 
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Mr.  Chairman: 

I  am  pleased  to  be  here  today  to  discuss  our  views  on  reforming 
the  Federal  Home  Loan  Bank  System  (System).   As  you  know,  we 
published  a  report  on  this  subject  in  December  1993/  responding 
to  a  mandate  of  the  Housing  and  Community  Development  Act  of 
1992. 

Since  that  time,  several  bills  have  been  introduced--including 
proposals  made  by  this  Subcommittee  and  the  Administration--that 
have  incorporated  recommendations  we  made  in  that  report.   None 
of  these  bills  were  passed  and  you  decided,  Mr.  Chairman,  to  hold 
hearings  to  take  a  fresh  look  at  the  System.   Thus,  we  are  taking 
this  opportunity  to  step  back  and  discuss  the  most  important 
features  that  we  believe  should  be  included  in  any  reform  of  the 
System. 

My  testimony  today  will  discuss  and  update  our  conclusions  and 
recommendations  on  Federal  Home  Loan  Bank  (FHLBank)  and  System 
reform,  and  comment  on  some  suggestions  others  have  made  since 
our  report  was  published.   In  your  letter  inviting  us  to  testify. 


'Federal  Home  Loan  Bank  System:  Reforms  Needed  to  Promote 
Its  Safety.  Soundness,  and  Effectiveness.  {GAO/GGD-94-38,  Dec.  8, 
1993)  . 
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you  included  a  set  of  questions.   We  are  providing  our  answers  In 
an  appendix. 

Our  overall  discussion  of  issues  related  to  reforming  the  System 
is  based  on  work  we  did  for  our  1993  report  and  a  review  of  other 
studies  done  on  the  System.   More  recently,  we  have  analyzed 
various  legislative  reform  proposals  and  discussed  reform  issues 
with  both  the  members  and  staff  of  the  Federal  Housing  Finance 
Board  (FHFB) . 

OUR  RECOMMENDATIONS  STILL  PROVIDE 

THE  BASIS  FOR  A  SAFER  AND  SOUNDER  SYSTEM 

Mr.  Chairman,  as  we  examine  the  debate  that  has  ensued  since  we 
reported  on  System  reform  in  1993,  we  believe  that  the  reforms  we 
recommended  at  that  time  still  have  merit.   To  be  sure,  the 
debate  in  some  areas  has  evolved  and  more  analysis  has  been  done 
since  our  report.   However,  the  main  features  needed  for  System 
reform  have  not  changed.   These  are  as  follows: 

Reform  Fixed  Annual  Obligations;   Currently  the  System  is 
obligated  to  pay  two  sizable  annual  fixed  amounts,  one  for  thrift 
resolutions  (the  Resolution  Funding  Corporation,  REFCorp, 
obligation)  and  one  for  the  Affordable  Housing  Program  (the  AHP 
obligation) .  Under  current  law,  each  year  the  System  must  pay 
$300  million  to  contribute  towards  interest  payments  on  bonds 
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issued  by  REFCorp.'   AHP  requires  each  FHLBank  to  set  aside  10 
percent  of  the  previous  year's  income  or  an  aggregate  amount  for 
all  FHLBanks  of  not  less  than  $100  million  to  subsidize  the 
financing  of  eligible  low-and  moderate- income  housing. 

In  our  report,  we  concluded  that  the  fixed  nature  of  these 
obligations  had  important  effects  on  the  way  the  System 
functioned  and  also  imposed  constraints  on  efforts  to  reform  the 
system.   First,  efforts  to  increase  System  income  to  pay  the 
fixed  obligation  may  have  Increased  the  extent  of  risk  in  the 
System.   Second,  because  one  of  the  bases  for  paying  the 
obligation  is  the  amount  of  advances  made,  FHLBanks  are  penalized 
for  providing  liquidity  for  mortgage  lending,  which  is  the 
primary  purpose  of  the  System.'  Third,  the  need  to  preserve 
sufficient  capital  to  provide  income  to  pay  the  fixed  obligations 
makes  capital  structure  reform  more  difficult.   Last,  because  the 
payment  formula  affects  some  FHLBanks  more  than  others,  questions 
of  consolidation  are  complicated  by  concerns  about  how  the  burden 
will  be  shifted.   In  our  report  we  concluded  that  resolving  this 
problem  of  paying  the  fixed  obligation  is  of  particular 
importance  because  it  is  so  intertwined  with  these  other  issues. 
In  an  attempt  to  improve  some  of  the  incentives  caused  by  the 


^The  bond  proceeds  have  been  used  to  pay  for  part  of  the 
resolution  cost  of  failed  savings  and  loans. 

^Advances  are  loans  made  by  FHLBanks  to  their  members .  They 
provide  liquidity  to  the  home  mortgage  market  and  are  secured  by 
home  mortgage  loans. 
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obligations,  we  have  suggested  two  approaches.   In  one  approach 
REFCORP  payments  could  be  based  on  ability-to-pay  measures  such 
as  a  percentage  of  net  income,  assets  or  FHLBank  stock.   In  those 
years  when  the  amount  raised  by  this  percentage  is  less  than  $300 
million,  the  difference  could  be  made  up  by  increasing  the 
percentage  applied  to  the  same  base.   An  alternative  approach 
could  limit  the  payments  to  a  fixed  percentage  of  net  income  with 
no  shortfall  allocation,  but  with  the  total  payments  covering  the 
REFCORP  obligation  over  time." 

Capital  Reform;    In  1993  we  reported  that  the  capital  structure 
of  the  System  had  several  weaknesses  and  that  structure  has  not 
changed.   The  greatest  weakness  is  that  the  capital  required  of 
each  FHLBank  is  not  related  to  the  risks  it  undertakes.   Another 
weakness  is  that  the  capital  is  impermanent--it  could  be 
withdrawn  from  the  System  relatively  easily.   Thus,  it  cannot  be 
relied  upon  to  provide  the  requisite  cushion  during  a  crisis. 
These  weaknesses  could  be  ameliorated  by  adopting  a  risk-based 
capital  approach  supplemented  by  a  retained-earnings  requirement 
as  we  recommended  in  our  report.   A  risk-based  capital 
requirement  analogous  to  that  used  by  banks  and  thrifts  would 
allocate  capital  on  the  basis  of  credit  risk  associated  with 
particular  classes  of  assets.   The  retained  earnings  requirement 


"These  payments  would  continue  until  the  present  value  of 
the  payments  equals  the  present  value  of  the  obligation  at  the 
time  this  mechanism  is  adopted. 
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should  provide  a  buffer  for  Interest  rate  risk,  as  well  as 
management  and  operations  risk  undertaken  by  a  FHLBank. 

Membership  Reform:   Mixing  voluntary  and  mandatory  membership  can 
pose  unnecessary  risk  to  the  System.   Basically,  mixing  these 
types  of  membership  might  lead  to  instability  by  permitting 
voluntary  members  to  withdraw,  leaving  the  mandatory  members  to 
absorb  losses.   To  lower  this  risk,  and  as  a  matter  of  simple 
equity,  we  recommended  that  membership  be  fully  voluntary. 
Furthermore,  to  provide  for  equal  access  to  the  System,  we 
recommended  that  the  membership  terms  be  the  same  for  all 
eligible  members.   We  also  stated  that  the  stability  and 
effectiveness  of  the  System  would  be  enhanced  if  stock  purchase 
requirements  and  advance  limits  were  the  same  for  all  members. 

Regulatory  Reform;   The  System  is  only  one  of  the  Government 
Sponsored  Enterprises  (GSEs)  that  support  housing,  the  others 
being  the  Federal  National  Mortgage  Association  (Fannie  Mae)  and 
the  Federal  Home  Loan  Mortgage  Corporation  (Freddie  Mac).   In  our 
1993  report  we  recommended  that  all  housing  GSEs  be  regulated  by 
the  same  regulator  and  that  the  responsibilities  of  the  FHFB, 
which  regulates  the  System,  and  the  Office  of  Federal  Housing 
Enterprise  Oversight  (OFHEO),  which  regulates  Fannie  Mae  and 
Freddie  Mac,  should  be  combined.   Such  a  combined  entity  could 
carry  out  both  safety  and  soundness  and  program  regulation.   We 
stated  that  such  a  combination  would  increase  objectivity  and 
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independence  by  providing  a  healthy  tension  in  oversight,  thus 
reducing  the  likelihood  that  the  regulator  would  be  "captured"  by 
the  regulated  entities.   We  thought  a  combined  entity  would  have 
more  prominence  within  government  and  that  this  would  make  it 
easier  to  raise  safety  and  soundness  concerns  in  a  timely  manner. 
Last,  we  thought  it  would  be  a  more  efficient  use  of  government 
resources  to  spread  the  overhead  costs  over  a  larger  span  of 
activities. 

Governance  Reform;   We  pointed  out,  and  FHFB  agrees,  that  the 
System's  regulator  should  not  also  be  a  manager  of  the  System. 
We  were  concerned  that  combining  the  roles  of  oversight  and 
management  may  undermine  the  independence  necessary  to  be  an 
effective  safety  and  soundness  regulator.   Being  too  closely  tied 
to  management  and  budget  issues  could  make  the  regulator  an 
advocate  rather  than  an  impartial  judge.   Thus,  we  recommended 
that  all  governance  responsibilities  currently  exercised  by  the 
FHFB  should  be  devolved  to  the  System. 

Affordable  Housing  Program;   In  our  recent  report,  we  found  that 
AHP  has  generally  met  Congress'  intent  that  it  be  a  flexible 
source  of  funding  for  affordable  housing.^   In  our  report,  we 
also  pointed  out  that  FHFB  had  proposed  regulations  to  delegate 
more  administrative  control  over  the  program  to  the  FHLBanks. 


^Housing  Finance;   Improving  the  Federal  Home  Loan  Bank 
System's  Affordable  Housing  Program.  GAO/RCED-95-82. 
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For  many  of  the  reasons  discussed  above,  if  governance  reform  is 
adopted,  AHP  implementation  should  be  devolved  to  the  FHLBanks. 

SYSTEM  CONSOLIDATION 
COULD  PROVIDE  BENEFITS 

In  our  1993  report,  we  stated  that  the  regional  structure  of  the 
System,  established  60  years  ago,  with  12  FHLBanks  each  with  an 
exclusive  geographic  territory,  appeared  to  be  outmoded.   Since 
then,  the  nation's  population  and  economic  activity  have  grown 
relatively  faster  in  the  South  and  West.   In  the  U.S.  financial 
system,  commercial  banks,  thrifts,  and  other  financial 
institutions  have  been  consolidating.   However,  despite  these 
changes,  the  System  has  not  consolidated. 

In  our  report,  we  did  not  conclude  that  the  System  should 
consolidate,  only  that  the  ability  to  consolidate  could  allow  the 
system  to  take  advantage  of  certain  efficiencies  and  cost  saving 
opportunities.   If  the  System  were  allowed  to  consolidate, 
membership  were  to  be  voluntary,  and  member  banks  and  thrifts 
could  choose  which  FHLBank  they  wished  to  join,  our  report 
suggested  that  Incentives  would  exist  to  move  the  System  toward 
Improved  cost  control  and  efficiency,  as  well  as  improved  service 
provision.   Those  whose  costs  were  higher  and  service  offerings 
were  poorer  would  lose  members  and  eventually  be  absorbed  by 
their  more  efficient  brethren.   Market  forces  would  likely  push 
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the  System  toward  a  more  efficient  structure,  including  the 
determination  of  how  many  FHLBanks  the  system  could  support.* 

RECENT  REFORM  PROPOSALS  HAVE 
ADVANTAGES  AND  DISADVANTAGES 

This  Subcommittee  and  the  administration  made  several  suggestions 
for  changes  in  proposed  legislation  that  were  not  explicitly 
addressed  in  our  report.   Many  of  these  proposed  changes  are 
related  to  positions  we  took  in  our  1993  report  or  in  other 
reports  on  financial  institutions  or  GSEs.   We  would  like  to  take 
this  opportunity  to  comment  on  some  of  the  changes  that  are 
contained  in  one  or  more  of  the  proposals. 

New  asset  requirement  for  membership;   Some  legislative  proposals 
include  a  requirement  that  members  hold  10  percent  of  their 
assets  in  whole  mortgage  loans  rather  than  "mortgage-related" 
assets  such  as  mortgage-backed  securities.   This  would  be  a  way 
to  ensure  that  members  had  a  substantial  commitment  to  mortgage 
finance  and,  as  one  observer  put  it,  "It  puts  the  'home'  in 
Federal  Home  Loan  Bank."   Because  the  holder  of  a  mortgage  loan 
is  at  least  one  step  closer  to  the  borrower  than  is  a  holder  of  a 
mortgage -backed  security,  such  a  membership  requirement  would 


*We  should  note  here  that  we  did  an  analysis  of  whether 
consolidation  would  adversely  affect  the  System's  affordable 
housing  program.   Our  analysis,  although  necessarily  limited, 
showed  that  the  affordable  housing  program  would  probably  not  be 
damaged  by  consolidation. 
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mean  that  member  institutions  were  more  likely  to  be  actively 
engaged  in  the  residential  mortgage  market  rather  than  passive 
holders  of  securities.  As  such,  the  provision  should  better 
support  the  mission  of  the  System,  which  is  to  provide  liquidity 
for  residential  mortgage  lending. 

Devolution  of  System  Financing  from  FHFB;   The  legislative 
proposals  contemplate  abolishing  the  FHFB's  Office  of  Finance  and 
delegating  the  responsibility  of  raising  funds  to  the  System.   In 
keeping  with  our  concern  that  a  safety  and  soundness  regulator 
maintain  independence  from  the  System,  we  do  not  believe  that 
raising  funds  is  properly  a  function  for  the  System's  regulator. 
Having  the  System  responsible  for  raising  funds  is  more  in 
keeping  with  the  way  the  Farm  Credit  System,  a  similar  GSE, 
raises  its  funds. 

Changes  in  FHFB  Structure:   The  legislative  proposals 
contemplated  restructuring  the  FHFB  by  adding  the  Secretary  of 
the  Treasury  as  a  board  member.   Some  also  provide  that  the 
Chairperson  serve  full-time  and  the  other  two  appointed  directors 
serve  part-time.   As  noted  above,  we  believe  that  the  housing- 
related  GSEs  would  be  better  regulated  by  amalgamating  FHFB  with 
OFHEO.   If  our  suggestion  is  not  adopted,  then  adding  the 
Secretary  of  the  Treasury  to  FHFB  would  be  a  positive  step 
because  it  would  extend  Treasury's  concern  over  financial  safety 
and  soundness  of  the  financial  system  to  the  FHLBanks. 
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Certain  proposals  would  continue  the  practice  of  having  the  FHFB 
appoint  some  directors  of  each  FHLBank.   Because  of  the  System's 
public  purpose,  there  is  probably  a  legitimate  need  for  board 
members  who  represent  broader  interests  than  those  of  the  member 
banks  and  thrifts.   However,  we  have  questions  about  whether  FHFB 
should  appoint  those  public  directors  because  the  FHFB  may 
nominate  directors  who  support  the  regulator's  views  and  may  not 
reflect  the  views  of  the  public.   One  possible  alternative  would 
be  to  have  public  members  selected  in  the  same  manner  as  they  are 
for  other  housing-related  GSEs,  by  Presidential  appointment. 

Restrictions  on  Withdrawing  Capital;   The  legislative  proposals 
include  provisions  to  restrict  capital  withdrawals  by  members. 
Once  a  member  decides  to  withdraw  and  so  notifies  the  FHLBank, 
the  repayment  of  that  member's  stock  will  take  place  in  two 
Installments;  50  percent  upon  surrender  and  cancellation  of  the 
stock  and  50  percent  6  months  later.   There  will  be  proportional 
reductions  in  the  amount  to  be  withdrawn  if  the  FHLBank  is 
already  undercapitalized  (called  haircuts).  In  addition,  the 
repayment  period  may  be  extended  under  specified  conditions. 
These  proposed  restrictions  were  meant  to  help  stabilize  the 
System  in  the  event  that  many  members  wish  to  withdraw  at  the 
same  time.   We  believe  this  provision  is  a  useful  safety  feature. 

Basing  REFCORP  Payments  on  Required  Capital;   The  administration 
has  proposed  legislation  to  base  REFCORP  payments  on  the  amount 

10 


160 


of  capital  each  FHLBank  holds  in  relation  to  the  total  of  all 
FHLBanks'  required  capital.   While  this  basis  is  different  from 
our  suggestion  that  payments  be  met  out  of  net  income,  assets,  or 
stock,  it  would  achieve  the  goal  of  keeping  the  REFCORP 
obligation  within  the  System  and  would  base  it  on  a  FHLBank 's 
size  and  risk  level.   We  believe  that  this  suggestion  addresses 
the  perverse  incentives  which  are  caused  by  the  present 
arrangement  and  so  would  be  a  reasonable  approach  to  the  REFCORP 
problem  that  we  discussed  in  our  1993  report. 

Prompt  Corrective  Action;  The  legislative  proposals  would 
establish  a  System-wide  prompt  corrective  action  procedure  to 
deal  with  capital  shortfalls.   Such  a  procedure  specifies  an 
action  or  set  of  actions  the  regulator  must  take  once  some 
tripwire  is  reached.   These  tripwires  can  be  based  on  capital 
levels  or  some  other  indicator.   Their  purpose  is  to  reduce  the 
ability  of  regulators  to  delay  taking  action  regarding  a  troubled 
institution  in  the  hope  that  the  institution  will  turn  itself 
around.   We  have  endorsed  prompt  corrective  action  for  banks  and 
thrifts  in  the  past  and  believe  It  should  be  extended  to  the 
Federal  Home  Loan  Bank  System.^ 


'Banks  and  Thrifts;   Safety  and  Soundness  Reforms  Need  to  be 
Maintained.  (GAO/T-GGD-93-3,  Jan.  27,  1993) 
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Mr.  Chairman,  this  concludes  my  comments  on  Federal  Home  Loan 
Bank  reform.   I  would  be  happy  to  answer  any  questions  you  and 
other  members  of  the  Committee  may  have. 
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APPENDIX  APPENDIX 

RESPONSES  TO  THE  CHAIRMAN'S  QUESTIONS 

Question  #1.   If  you  were  asked  to  design  a  FHLB  System  from 
scratch  today,  how  would  the  recommended  structure  differ  from 
the  current  structure? 

Response:   Based  on  the  recommendations  In  our  1993  report,  along 
with  our  overall  body  of  work  In  the  financial  Institutions  area, 
we  believe  that  several  changes  would  need  to  be  made  to  the 
current  structure  in  order  to  improve  the  ability  of  the  System 
to  carry  out  a  housing  finance  mission.   Specifically: 

1.  Change  the  REFCORP  shortfall  allocation  system.   The  two  most 
logical  ways  to  do  this  would  be  to  (1)  distribute  the 
responsibility  according  to  some  ability-to-pay  measure  such  as 
income,  capital,  or  assets;  or  (2)  let  payments  fluctuate  from 
year  to  year  by  charging  a  percentage  of  net  Income  but  assuring 
that  the  total  payments  equal  the  (present  value)  of  the  REFCORP 
obligation. 

2.  Make  AHP  a  percentage  of  net  income. 

3.  Institute  risk-based  capital,  leverage  requirements,  and 
prompt  corrective  action  procedures. 

4.  Consolidate  the  FHLBank  System's  regulator  with  OFHEO. 

5.  Institute  fully  voluntary  membership,  including  a  member's 
right  to  affiliate  with  any  FHLBank. 
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6.  Make  terms  of  membership  equal  for  all. 

Question  #2.  If  not  for  the  need  to  pay  the  REFCORP  obligation, 
could  (a)  the  FHLB  System  be  downsized  or  (b)  the  FHLB  System  be 
eliminated  altogether  with  FHLB  System  services  being  adequately 
provided  by  others  in  the  marketplace? 

Response  to  (a).   If  the  REFCORP  obligation  were  eliminated,  the 
FHLB  System  would  not  need  to  have  a  large  investment  portfolio 
one  of  whose  purposes  was  to  generate  income  to  pay  the 
obligation.   The  current  portfolio  is  now  about  $114  billion, 
nearly  as  much  as  outstanding  advances  ($120  billion).   Except 
for  investments  made  for  operating  purposes,  much  of  the 
investment  portfolio  could  be  eliminated  without  harming  the 
system's  ability  to  accomplish  its  mission.   The  size  of  the 
System,  as  measured  by  assets,  would  depend  primarily  on  the 
demand  for  advances  which  would  normally  grow  and  shrink  with  the 
business  cycle. 

Response  to  (b).   The  FHLB  System  was  established  in  the  1930s 
when  there  were  a  number  of  perceived  problems  in  the  mortgage 
finance  market.   Since  that  time  some  of  the  gaps  and  market 
failures  have  been  eliminated  or  mitigated.   For  example,  the 
market  for  conforming  and  jumbo  mortgages  has  become  a 
competitive  nationwide  market  due  to  the  existentre  of  Fannie  Mae 
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and  Freddie  Mac  and  private  sector  efforts.   However,  in  other 
market  segments,  such  as  nonconforming  loans  and  the  area  of 
community  and  economic  development,  the  ability  of  the  private 
sector  to  fill  a  gap,  in  the  absence  of  the  FHLB  System,  is  less 
certain. 

Question  #3.   Is  there  a  need  for  12  FHLBanks  or  should  they  be 
consolidated? 

Response:   Our  views  on  possible  consolidation  were  described  in 
our  statement. 

Question  #4.  Should  the  FHLB  System  charter  be  expanded  to 
include  new  activities,  and  if  so,  what  activities? 

Response:   In  our  report,  we  did  not  take  a  position  on  whether 
the  System  should  expand  its  provision  of  products  and  services. 
However,  we  did  outline  a  set  of  criteria  that  could  serve  as  a 
basis  for  judging  whether  such  an  expansion  was  warranted.   The 
criteria  include: 

a.  FHLBanks  should  not  offer  products  and  services  in 
competition  with  member  Institutions; 

b.  FHLBanks  should  have  the  expertise  to  carry  out  the 
activities  profitably  and  manage  the  activities  effectively; 
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c.  the  activities  should  be  consistent  with  the  System's 
mission; 

d.  the  System's  high  credit  rating  should  be  protected 
While  these  criteria  are  meant  to  be  suggestive,  some  similar  set 
of  rigorous  criteria  should  be  used  to  evaluate  proposals  for  new 
products  and  services. 

Question  #5.   Please  comment  on  the  investment  activities  of  the 
System,  including  the  FHLBank's  practice  of  arbitraging  using 
borrowed  funds  to  invest  in  higher  yielding  instruments, 
primarily  mortgage-backed  securities.   (1)  Do  the  investment 
activities  pose  too  much  risk  to  the  FHLB  System? 

Response  to  (1):   The  investment  activities  may  pose  substantial 
risk.   Our  report  observed  that  "...large  investment  portfolios 
may  conflict  with  safety  and  soundness  by  adding  interest  rate 
and  management  and  operations  risk  to  a  System  that  traditionally 
has  operated  relatively  risk-free.""   In  addition,  there  is  also 
the  potential  for  risk  to  the  taxpayer  if  the  government  decides 
that  It  must  rescue  a  troubled  GSE. 

(2)  Are  the  investment  activities  in  which  the  FHLBanks  are 
currently  engaged  essential  to  the  generation  of  revenue  needed 
to  pay  the  REFCORP  obligation  as  the  Banks  claim? 

'GGD-94-38,  p. 40. 
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Response  to  (2):   Advances  do  not  generate  enough  income  to  pay 
the  combined  REFCORP  and  AHP  obligations,  so  a  certain  level  of 
investment  activity  is  probably  necessary  to  generate  the 
necessary  income.   It  is  not  clear,  however,  that  all  of  the 
FHLBanks '  investment  activity  is  based  solely  on  the  need  to  pay 
the  fixed  obligations.   Some  of  the  FHLBanks  appear  to  be 
undertaking  investments  to  increase  bank  income  and  member 
dividends.   Whatever  the  purpose  of  the  investment  portfolios, 
our  report  suggested  two  concerns  with  their  size.   First,  a 
potential  conflict  with  the  System's  purpose  of  providing 
liquidity  to  mortgage  lenders  if  it  distracts  FHLBanks  from 
focusing  on  that  objective.   Second,  an  increased  safety  and 
soundness  concern  if  interest  rate,  management,  and  operation 
risk  are  increased  as  a  result  of  the  larger  portfolios. 

(3)  Should  the  investment  activities  be  either  expanded  or 
curtailed? 

Response  to  (3):  If  the  REFCORP/AHP  obligations  are  altered  so 
that  they  are  no  longer  a  fixed  obligation,  and  the  System's 
mission  and  government  connection  remain  the  same,  some 
curtailment  of  investment  powers  may  be  in  order.   This  is 
because  the  ultimate  risk-bearers  are  the  taxpayers  and  there  is 
no  mission-related  reason  to  put  taxpayers  at  risk  when  the 
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benefits  go  to  the  System's  members.   One  model  of  more  narrow 
Investment  powers  which  could  be  followed  Is  the  policy  on 
investments  set  out  by  the  Farm  Credit  Administration  for  the 
Farm  Credit  System.   Its  regulations  limit  investments  to  the 
specific  purposes  of  complying  with  liquidity  reserve 
requirements^  and  managing  interest  rate  risk.   As  of  March  31, 
1995  the  investment-to-loan  ratio  for  the  FHLB  System  was  95 
percent  and  the  ratio  for  the  Farm  Credit  System  was  16 
percent'". 

Question  #6 .   As  compared  to  large  bank  operations  in  the  private 
market,  please  provide  an  analysis  of  FHLBanks' 
overhead/administrative  costs  and  dividends.   Please  explain 
whether  the  aforementioned  statistics  for  banks  and  FHLBanks  are 
comparable.   If  not  comparable,  could  you  suggest  a  method  that 
could  be  used  by  Congress  to  benchmark  the  expenses  of  the  FHLB 
System? 

Response:   Data  provided  by  the  FHFB  show  that,  in  1992, 
FHLBanks'  operating  expenses  were  about  18  percent  of  total 
revenue,  while  large  commercial  banks'  operating  expenses  were  67 
percent  of  total  revenue.   These  data  are  not  comparable. 


'This  is  equal  to  50  percent  of  borrowings  and  interest  due 
during  the  next  30  days.  [FCA  reg.  615.5134  and  615.5135] 

'"FCS  Quarterly  Financial  Report,  First  Quarter  1995,  p.  F- 
2. 
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however,  because  commercial  banks  have  many  expenses  which  the 
FHLBanks  do  not,  e.g.  retail  branches,  retail  lending,  ATMs, 
diverse  product  lines.   Since  such  cost  comparisons  are 
problematic,  it  would  be  difficult  to  decide  whether  expenses  are 
higher  or  lower  than  they  should  be.   Rather  than  trying  to  make 
that  judgment,  we  believe  that  the  lowest  possible  costs  should 
be  the  objective  and  that  these  are  more  likely  to  be  achieved  if 
the  FHLBanks  were  exposed  to  the  same  competitive  pressures  that 
force  other  businesses  to  control  costs.   Thus,  we  would 
reiterate  our  1993  recommendation  that  membership  be  fully 
voluntary  and  that  terms  of  membership  be  equal  for  all.   In 
addition,  allowing  members  to  choose  the  FHLBank  which  offers 
them  the  best  package  of  services  at  lowest  cost  would  probably 
Increase  the  pressure  for  FHLBanks  to  lower  costs. 


(233482) 
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Tom  McCool,  GAO,  response  to  Rep.  Bentsen 


(written  response) 

We  have  not  done  the  work  to  determine  whether  the  market  would 
be  there  to  fill  the  niche  that  could  be  affected  if  Home  Loan 
Bank  system  mortgages  were  to  go  away  tomorrow.   The  impact  on 
the  mortgage  market  of  abolishing  the  system  would  depend  on  a 
number  of  empirical  facts  that  would  take  a  longer-term  project 
to  analyze.   Based  on  our  current  statistical  knowledge  of 
residential  mortgage  credit  flows,  we  would  anticipate  that 
system  abolition  is  more  likely  to  affect  the  niche  that  I  have 
characterized  as  community  lending  than  any  other  niche.   The 
jumbo  market  would  likely  be  affected  more  than  the  remaining 
conforming  market,  because  wholesale  funding  by  Fannie  Mae  and 
Freddie  Mac  are  excluded  from  this  market  segment.   It  would  take 
a  more  indepth  investigation  to  attempt  to  estimate  the  potential 
size  of  such  effects.  To  do  such  a  project  would  require  that  we 
analyze  the  roles  of  different  mortgage  market  players  in  the 
supply  of  mortgage  credit  for  community  lending,  other 
residential  mortgage  lending  below  the  conforming  loan  limit,  and 
lending  in  the  jumbo  market. 

I  want  to  emphasize  that  the  impact  of  system  abolition  would 
also  depend  on  other  policy  choices  being  faced  by  this  committee 
and  Congress.   For  example,  FHA-insured  mortgages  are  a  major 
financing  source  for  many  low-  and  moderate-income  borrowers, 
especially  those  residing  in  central  cities.   If  the  single- 
family  FHA  program  were  curtailed,  similar  community  lending  by 
members  of  the  Home  Loan  Bank  system  could  take  on  a  more 
Important  role  than  it  does  now.   Congress  and  the  Administration 
also  face  choices  affecting  Fannie  Mae  and  Freddie  Mac  that  could 
affect  funding  for  community  lending.   For  one,  HUD  has  proposed 
new  rules  for  targeted  community  lending.   In  addition.  Congress 
has  mandated  studies  by  four  government  agencies.  Including  the 
GAO,  considering  the  implications  of  privatizing  these  two  GSEs. 
If  HUD  rules  affecting  Fannie  Mae  and  Freddie  Mac  become  more 
stringent,  the  potential  role  for  members  of  the  Home  Loan  Bank 
System  would  decline  in  relative  importance.   Privatization 
actions  could  have  the  opposite  effect. 
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BOARD   OF    GOVERNORS 
OF  THE 

FEDERAL  RESERVE  SYSTEM 

WASHINGTON,  D.  C.  20551 


September  22,  1995 


ALAN    GREENSPAN 
CHAIRMAN 


The  Honorable  Richard  H.  Baker 

Chairman 

Subcommittee  on  Capital  Markets,  Securities 

and  Government  Sponsored  Enterprises 
Committee  on  Banking  and  Financial  Services 
House  of  Representatives 
Washington,  D.C.     20515 

Dear  Mr.  Chairman: 

I  am  pleased  to  enclose  the  responses  to  questions  raised  in  your  letter  of 
September  7,  which  I  understand  will  be  made  part  of  the  record  of  the  Subcommittee's 
oversight  hearings  on  the  Federal  Home  Loan  Bank  System. 

Please  let  me  know  if  I  can  be  of  fiirther  assistance. 


Enclosure 


171 

Questions  for  Chairman  Greenspan  from  Chairman  Baker 

1 .   GSE's,  such  as  the  FHLBs,  have  issued  derivative/structured  debt  such  as 
inverse  floaters,  which  have  been  bought  by  institutions  that  you  regulate.   Do  these 
institutions  investing  in  the  debt  understand  the  market  risk  associated  with  the  instru- 
ments? How  are  you  monitoring  the  exposure  to  insured  depository  institutions  of  the 
debt  issued  by  the  GSE's? 

In  our  targeted  investigations  of  institutions  with  signiflcant  depreciation  in 
their  securities  portfolios,  we  have  generally  not  found  derivative/structured  debt  issues  of 
GSEs  in  concentrations  sufficient  to  pose  solvency  concerns.   However,  these 
investigations,  conducted  over  the  past  two  years,  have  identified  instances  where 
management  was  unaware  of,  or  did  not  fully  understand,  the  risk  profiles  of  the 
structured  debt  they  held.   This  was  particularly  the  case  at  smaller  institutions  that 
generally  lacked  the  resources  and  sophistication  needed  to  fully  assess  the  risks  involved 
in  many  complex  structured  debt  securities.   In  other  instances,  the  institution's 
investment  policies  did  not  address  the  permissibility  of  investing  in  structured  debt  or 
other  instruments  with  embedded  options.  In  such  cases,  boards  of  directors  were 
unaware  of  the  risk  profiles  of  the  holdings  of  their  institutions,  despite  adequate  risk 
assessment  on  the  part  of  management.  Where  inadequate  policies  and/or  lack  of 
management  understanding  were  identified,  appropriate  supervisory  action  was  taken. 

To  advance  sound  risk  management  practices  as  they  apply  to  investments 
in  derivative/strucmred  debt,  the  Federal  Reserve  issued  in  July  1994  a  supervisory 
statement  on  the  risks  inherent  in  many  structured  notes.   That  statement  emphasized  the 
importance  of  recognizing  the  potential  price  volatility  of  structured  notes  and  advised 
bankers  to  consider  the  potential  losses  that  might  arise  under  a  broad  range  of  market 
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conditions.   It  also  acknowledged  that  these  instruments  can  be  appropriate  investment 

products  for  banks  where  adequate  risk  management  systems  are  in  place  and  where  the 

institution  fiilly  understands  its  overall  risk  profile  and  the  risk  profile  of  its  individual 

investments. 

In  addition,  this  past  January  the  Federal  Reserve  issued  a  major  policy 
statement.  Supervisory  Letter  95-17,  on  risk  management  and  internal  controls  and 
end-user  activities.   This  document  identifies  key  elements  of  sound  risk  management  that 
should  be  used  by  institutions  of  all  sizes  in  acquiring  and  managing  all  types  of 
investment  securities  and  off-balance  sheet  instruments,  including  structured  debt 
securities.   Among  these  key  elements  are  active  board  and  senior  management  oversight, 
adequate  risk  management  policies  and  limits,  appropriate  risk  measurement  and 
management  information  systems  and  comprehensive  internal  controls  in  managing  both 
cash  securities  and  off-balance  sheet  instruments. 

The  Federal  Reserve  also  monitors  the  exposure  of  insured  depository 
institutions  to  structured  debt  using  off-site  monitoring  and  its  program  of  annual 
full-scope  examinations.  As  of  March  31,  199S,  the  Federal  banking  agencies  began 
collecting  information  on  the  book  value  and  fair  value  of  banks'  holdings  of  structured 
notes.   These  data  have  been  incorporated  in  our  various  supervisory  surveillance  reports. 

2.   Does  the  existence  of  the  FHLB  System  increase  the  amount  of  total  dollars 
available  for  housing? 

The  United  States  financial  system  is  very  dynamic,  and  generally  provides 

whatever  credit  is  demanded  at  a  market  interest  rate.   The  existence  of  the  Federal 
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Home  Loan  Bank  (FHLB)  System  increases  the  amount  of  total  dollars  extended  for 
housing  only  to  the  degree  that  home  mortgage  borrowers  receive  a  lower  mortgage  rate 
through  the  FHLB  borrowing  subsidy,  thus  increasing  the  demand  by  potential 
homeowners  for  mortgages.   As  I  outline  below,  die  mortgage  rate  is  likely  to  be  lower 
to  the  extent  that  prices  for  FHLB  advances  fully  reflect  the  government  subsidy,  that 
mortgage  markets  are  competitive,  that  private-sector  competitors  are  unable  to  match  the 
subsidy  by  other  means  such  as  increasing  efficiency,  and  that  other  subsidies  provided 
through  other  government  initiatives  are  not  expanding.   It  should  be  noted  that  all 
mortgage  rates  are  influenced  by  the  FHLB  subsidy,  aiding  those  that  would  have, 
without  the  subsidy,  purchased  homes  at  higher  rates  as  well  as  those  induced  to  purchase 
homes  by  lower  rates;  the  subsidy  also  beneflts  high  income  households  as  well  as  low 
income  households.   It  is  difflcult,  if  not  impossible,  to  estimate  the  greater  extent  to 
which  disadvantaged  households  would  be  assisted  if  the  subsidy  was  more  targeted  to 
them  by  either  direct  payments  or  directly  subsidized  lower  mortgage  rates. 

Government  sponsorship  allows  FHLBs  to  borrow  funds  at  an  interest  rate 
that  is  lower  than  con:^)arably  situated  private  sector  borrowers  because  purchasers  of 
FHLB  debt  believe  that  the  government  is  unlikely  to  allow  the  FHLBs  to  fail.   This 
government  subsidy,  like  all  government  subsidies,  beneflts  some  groups  and 
disadvantages  others.   The  following  paragraphs  discuss  in  more  detail  the  factors  that 
affect  the  degree  to  which  the  FHLB  subsidy  to  depository  institutions  is  passed  onto 
mortgage  borrowers. 
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Generally,  five  interested  parties-taxpayers,  depository  institution 

shareholders,  mortgage  borrowers,  private  sector  competitors,  and  the  public  sector— are 

affected  differently  by  government  subsidies  created  by  government  sponsored  enterprises 

(GSEs),  such  as  the  FHLBs.   The  effects  on  taxpayers  depend  on  how  the  FHLBs  price 

their  advances  to  members.   If,  for  example,  the  pricing  of  advances  fully  reflects  the 

borrowing  advantage  of  government  sponsorship,  the  taxpayer  may  be  more  likely,  at 

some  time  in  the  future,  to  be  called  upon  by  the  FHLBs  for  fmancial  assistance  because 

the  FHLBs  are  not  retaining  sufficient  earnings  to  build  an  equity  cushion.   This  prospect 

of  financial  assistance  from  the  government  is  the  "contingent  liability"  created  when  the 

government  charters  a  GSE. 

However,  if  the  FHLBs  charge  more  for  advances  and  thus  retain  part  of 
the  government  subsidy  in  the  form  of  retained  earnings,  an  equity  cushion  is  built  up  and 
the  contingent  liability  borne  by  the  taxpayers  may  be  minimal.   Given  the  cooperative 
nature  of  the  FHLB  System,  retained  earnings  are  key  to  creating  a  cushion  between  the 
actions  of  the  FHLBs  and  the  prospect  that  taxpayers  might  need  to  provide  financial 
assistance  in  the  future.   Of  course,  if  the  retained  earnings  are  paid  out  to  shareholders 
as  dividends,  then  this  cushion  would  be  lost. 

Even  if  the  pricing  of  FHLB  advances  fully  reflects  the  cost  advantages  of 
government  sponsorship,  these  advantages  may  not  be  received  by  home  mortgage 
borrowers.   The  depository  institution  using  FHLB  advances  would  also  need  to  lower  its 
mortgage  lending  rates  for  the  homeowner  to  capture  the  benefit.   The  more  competitive 
the  mortgage  market,  the  larger  the  share  of  the  FHLB  subsidy  passed  on  to  home 
mortgage  borrowers  by  depository  institutions. 
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Private-sector  competition  for  FHLB  advances  also  depends  on  the  pricing 

of  advances.   Except  for  government  sponsorship,  private  competitors  appear  to  be  able 

to  duplicate  most  FHLB  advances,  with  the  possible  exception  of  advances  with  over  five 

years  to  maturity.     Even  with  higher  pricing  by  the  FHLBs,  the  FHLB  advances  likely 

would  still  dominate  most  private  sector  funding,  but  competitive  sources  of  funding 

would  be  more  likely  to  emerge  and  survive. 

In  addition  to  private  sector  sources  of  funding  for  depository  institutions, 

the  FHLB  advances  have  other  government-sponsored  sources  of  competition,  including 

government-insured  deposits  and  government-sponsored  securitization  of  mortgages 

through  Fannie  Mae  and  Freddie  Mac.   Whether  a  depository  institution  decides  to  fund 

mortgages  with  insured  deposits  or  decides  to  securitize  die  mortgages  depends  on  the 

magnitude  of  the  FHLB  government  subsidy  relative  to  the  magnitude  of  subsidies 

provided  through  deposit  insurance  or  through  Fannie  Mae  and  Freddie  Mac. 

3.   What  if  the  available  collateral  to  support  advances  from  the  FHLB  system 
included  other  types  of  government  related  collateral,  e.g.,  FHA,  SBA,  and  Sallie  Mae? 

Some  of  the  suggested  collateral,  such  as  loans  guaranteed  by  the  SBA  and 

Sallie  Mae,  are  unrelated  to  housing  fmance.   Moreover,  this  suggested  collateral 

involves  loans  where  the  credit  risk  associated  with  the  loan  has  been  partly  or 

completely  insured  by  the  government  through  another  government  sponsored  agency,  as 

well  as  the  case  when  the  collateral  used  for  advances  is  mortgage-backed  securities 

backed  by  Fannie  Mae  or  Freddie  Mac.   If  the  purpose  of  the  wider  collateral  is  to  fund 


176 

6 
assets  similar  to  the  collateral,  a  double  subsidy  is  involved  since  the  credit  risk  of  these 

loans  is  already  either  directly  or  indirecdy  borne  by  the  government.   In  addition,  there 

is  no  evidence  that  I  am  aware  of  that  it  is  difficult  for  depositories  or  other  institutions  to 

hold  and  fund  such  assets.   Alternatively,  if  the  purpose  is  to  continue  to  fund  only  loans 

related  to  housing;  the  wider  collateral  option  would  permit  lenders  to  borrow  more  for 

that  purpose.   If  the  FHLB  subsidy  is  passed  through  to  home  mortgage  borrowers,  as  I 

described  in  my  answer  to  an  earlier  question,  permitting  the  new  forms  of  collateral 

would  reduce  mortgage  rates  further,  and  thus  raise  the  demand  for  housing,  with  the 

result  of  a  greater  allocation  of  credit  for  that  purpose. 

4.   Do  smaller,  i.e.,  less  than  $250  million  in  assets,  insured  depository 
institutions  generally  need  access  to  intermediate  and  longer-term  liabilities  which  can  be 
provided  by  the  FHLB  System? 

More  than  70  percent  of  all  FHLB  advances  are  made  to  instimtions  with 

more  than  $1  billion  in  assets  (see  column  9  of  attached  table  1).   These  latter  institutions 

have  access  to  many  sources  of  funding,  including  deposits,  brokered  deposits,  federal 

funds,  repurchase  agreements,  subordinated  debt  and  other  forms  of  borrowed  money. 

For  these  institutions,  advances  are  simply  one  form  of  financing  among  many.   Since 

advances  are  subsidized  by  the  government,  almost  all  of  these  large  FHLB  members  take 

advantage  of  this  type  of  borrowing  (compare  columns  1  and  2).' 


'The  table  excludes  the  roughly  $1  billion  of  FHLB  advances  to  credit  unions  and 
insurance  companies.    (That  is  why  the  sum  of  column  5  is  98.1  percent.) 
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Depository  institutions  with  less  than  $250  million  in  assets  account  for  10 

percent  of  FHLB  advances.   These  institutions  frequentiy  do  not  borrow  from  the 

FHLBs-in  the  second  quarter  of  this  year  only  53  percent  of  the  thrift  members  under 

$250  million  and  less  than  50  percent  of  such  commercial  bank  members  had  outstanding 

FHLB  advances.  >Since  many  of  these  institutions  are  infi-equent  borrowers  from  the 

FHLBs,  their  need  for  advances  as  a  source  of  ftinding  is  not  evident.   Indeed,  smaller 

institutions  often  have  significant  deposit  franchises,  allowing  them  to  fund  almost  all 

lending  from  deposits.  Smaller  institutions  also  have  other  sources  of  liquidity,  as  I 

describe  in  my  answer  to  question  six. 

In  addition,  my  understanding  is  that  most  advances  are  for  maturities  of 
three  years  or  less.  If  this  is  the  case,  then  the  FHLB  System's  role  in  the  interest  rate 
risk  management  of  institutions  may  be  limited. 

Currendy,  the  FHLB  System  seems  to  be  oriented  toward  very  large  FHLB 
members  for  the  purpose  of  short-term  borrowings.   These  members  have  easy  access  to 
numerous  sources  of  ftinding.   If  Congress  believes  that  a  key  feature  of  the  FHLB 
System  is  to  direct  its  subsidized  credit  to  smaller  institutions  for  the  purpose  of  risk 
management— that  is,  for  the  purpose  of  providing  intermediate  and  longer-term 
liabilities-then  the  tie  between  advances  and  this  feamre  may  need  to  be  strengthened. 
From  the  data,  this  type  of  lending  does  not  currently  appear  to  be  a  key  feature  of  the 
FHLB  System,  although  I  am  sure  that  some  institutions  are  using  advances  for  this 
purpose.   Additionally,  if  Congress  also  intended  to  use  the  FHLB  System  to  encourage 
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small  institutions  to  extend  a  larger  volume  of  mortgage  credit,  the  data  suggest  that  most 

advances  are  not  used  for  that  purpose. 

5.  It  has  been  said  that  FHLB  System  advances  allow  smaller,  well-capitalized 
banks  to  leverage  up  their  balance  sheets.  Do  you  see  instances  of  this  happening  and 
how  are  you  monitoring  the  situation? 

Institutions  generally  need  a  6  percent  tier  one  capital-to-asset  ratio  to  be 

considered  well-capitalized.   Almost  all  depository  members  meet  this  standard,  as  shown 

in  the  second  table.   Those  small  and  large  institutions  that  both  borrow  from  the  FHLBs 

and  have  a  greater  than  6  percent  capital-to-asset  ratio  generally  have  slightly  lower 

capital-to-asset  ratios  (compare  columns  6  and  7  in  the  upper  panel  of  table  2).   The  data 

suggest  that  advances  may  be  a  substitute  for  capital  once  institutions  reach  a  high  level 

of  capitalization.   Among  the  few  institutions  that  do  not  meet  the  6  percent  standard  (the 

lower  panel  of  table  2)  is  a  higher  proportion  of  FHLB  borrowers  (compare  columns  1 

and  2)  than  among  those  institutions  that  meet  the  6  percent  standard,  and  they  usually 

borrow  more  per  dollar  of  assets  (column  4)  than  well-capitalized  borrowers  of  FHLB 

advances.   (Note  that  the  lower  capitalized  thrifts  with  assets  greater  than  $1  billion 

account  for  one-third  of  all  FHLB  advances,  as  shown  in  line  3  of  column  5  of  the  lower 

panel.)  I  would  guess  that  well-capitalized  depositories  who  are  borrowing  from  the 

FHLB  System  are  not  leveraging  up  their  balance  sheets  solely  for  the  purpose  of 

increasing  leverage  but  are  instead,  as  I  described  earlier,  taking  advantage  of  a 

subsidized  form  of  borrowing. 
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6.   Many  insured  depository  institutions  have  joined  a  Federal  Home  Loan  Bank  to 
gain  access  to  the  liquidity  provided  by  the  System.   Do  you  see  this  reliance  on  the 
system  for  liquidity  as  a  positive  development  for  smaller  insured  depository  institutions? 

Smaller  depository  institutions  generally  have  less  access  to  many  sources 
of  liquidity  compared  with  larger  depository  institutions,  although  their  access  has 
steadily  improved -throughout  the  past  twenty  years  because  of  deregulation  of  deposits, 
because  of  new  forms  of  deposits  such  as  money  market  deposit  accounts,  and— if  they  are 
strongly  capitalized— because  of  the  development  of  the  brokered  deposit  market.   Partly 
because  their  access  to  funding  is  more  limited,  smaller  depository  institutions  make  other 
preparations  for  possible  liquidity  problems.  Smaller  institutions  have  correspondent 
relationships  with  larger  banks.   While  borrowing  from  the  federal  funds  market  is  more 
difficult  for  smaller  depository  instimtions,  many  smaller  institutions  sell  federal  funds 
rather  than  purchase  federal  funds,  indicating  they  do  not  suffer  from  a  substantial 
shortage  of  liquidity,  and  can  reduce  their  sales  whenever  they  need  additional  funds. 
Smaller  institutions  also  often  maintain  portfolio  liquidity,  mainly  in  the  form  of  their 
holdings  of  Treasury  and  other  U.S.  government  agency  securities.   Finally,  if  a  smaller 
institution  needs  to  cope  with  a  permanent  rise  in  loan  demand,  the  deposit  markets 
themselves  can  provide  needed  longer-term  funds  if  higher  deposit  rates  are  offered. 

Moreover,  in  the  event  that  a  depository  institution  has  a  liquidity  problem 
that  it  cannot  solve  through  the  marketplace,  it  can  come  to  the  Federal  Reserve's 
discount  window  to  obtain  short-term  adjustment  credit,  which  is  available  to  all 
insured  depository  instimtions  for  meeting  temporary  funding  needs.   For  longer-term 
needs  of  a  recurring,  seasonal  nature,  a  depository  institution  can  make  arrangements 
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with  the  Federal  Reserve's  discount  window  for  seasonal  credit  to  meet  much  of  its 

seasonal  needs  for  periods  as  long  as  six  months. 

One  must  distinguish  between  the  unavailability  of  funds  and  the  desire  to 

avoid  paying  more  for  funding.  While  accounting  for  a  relatively  small  proportion  of 

FHLB  advances,  smaller  thrift  institutions  have  traditionally  made  use  of  this  source, 

rather  than  other  nondeposit  forms  of  borrowings,  for  management  of  their  liabilities. 

Rather  than  a  lack  of  liquidity,  this  may  simply  reflect  that  FHLB  advances  are  a 

preferred  form  of  funding  to  other  sources  because  they  are  less  expensive.   In  other 

words,  this  use  provides  evidence  that  the  FHLB  System  is  performing  its  role  to  provide 

a  cheap>er  form  of  ftmding  to  those  institutions  that  have  relatively  high  levels  of 

mortgage  assets.   As  noted  in  my  response  to  an  earlier  question,  it  is  not  clear  that  this 

is  an  efficient  or  cost  effective  way  of  subsidizing  housing  because  the  bulk  of  the  subsidy 

flows  through  larger  institutions,  and  is  not  targeted  toward  disadvantaged  groups.   And, 

as  I  also  noted  above,  this  role  affects  many  different  groups  in  different  ways,  and 

Congress  appropriately  needs  to  occasionally  review  the  role  of  FHLBs,  just  as  it  should 

periodically  review  all  forms  of  subsidized  credit  and  of  credit  allocation  mechanisms 

created  by  Congress,  to  determine  if  the  role  is  still  needed  and  justified. 
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Table  1 

FHLB  THRIFT  AND  COMMERCIAL  BANK  MEMBERS 

(June  30.  1995) 


Advances  to 

Advances  Borrower  Percent  of 

Number  of       Number  of       Outstanding  Assets  FHLB 

Asset  Category  Institutions      Borrowers         (Billions)  (Percent)  Advances 


Thrifts 


(1) 


(2) 


(3) 


(4) 


(5) 


1 .  Less  than 
$250  million 

1,476 

763 

6.3 

8.1 

5.3 

2.  $250  million  to 
$1  billion 

387 

284 

14.6 

11.0 

12.2 

3.  Greater  than 
$1  billion 

153 

137 

68.4 

11.1 

56.8 

CemiiMrclal  Banks 

4.  Less  than 
$250  million 

2.847 

1,358 

4.7 

3.8 

3.9 

5.  $250  million  to 
$1  billion 

418 

257 

4.7 

4.0 

3.9 

6.  Greater  than 
$1  billion 

155 

122 

19.5 

3.6 

16.2 

All  Depository 
Institutions 

5,436 

2,921 

118.2 

5.8 

98.1 

Msmo: 

7.  Ten  Largest 
Thrifts 

10 

10 

30.0 

22.1 

24.9 

8.  Ten  Largest 
Banks 

10 

10 

8.8 

8.0 

7.4 
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Asset  Category 


FHLB  THRIFT  AND  COMMERCIAL  BANK  MEMBERS 
WHh  More  Than  6  Percant  CapttaMo-Asset  Ratios 

(June  30.  1995) 


Advances  Average  Average 

to  Capital  Capital 

Advances         Borrower  Percent  of        Ratio  of  Ratio 

Number  of      Number  of      Outstanding         Assets  FHLB              Non-  of 

Institutions      Borrowers         (Billions)          (Percent)  Advances       Bonowers  Borrowers 


(1) 


(2) 


(3) 


(4) 


(5) 


(6) 


(7) 


1.  Less  than 

S2S0  million 

1.339 

668 

5.4 

2.  $250  million  to 

$1  billion 

338 

240 

12.0 

3.  Qreater  than 

$1  billion 

95 

83 

28.1 

11.9  9.9 

10.7  8.7 

11.0  8.5 


Commaretal  Bank* 


4.  Less  than 

$250  million 

2.804 

5.  $250  million  to 

$1  billion 

410 

6.  Greater  than 

$1  billion 

139 

4.5 

3.8 

3.8 

96 

9.4 

4.6 

4.0 

3.8 

8.1 

8.5 

15.7 

3.3 

13.0 

7.9 

7.6 

Asset  Category 


FHLB  THRIFT  AND  COMMERCIAL  BANK  MEMBERS 
WKh  Less  Than  6  Percent  CapttaMo-Asset  Ratios 

(June  30,  1995) 


Advances  Average  Average 

to  Capital  Capital 

Advances         Borrower  Percent  of        Ratio  of  Ratio 

Number  of      Number  of      Outstanding         Assets  FHLB              Non-  of 

Institutions      Borrowers         (Billions)          (Percent)  Advances       Bom>wers  Bonowers 


Thrifta 


(1) 


1.  Less  than 

S2S0  million 

137 

2.  $250  million  to 

$1  billion 

49 

3.  Greater  than 

$1  billion 

58 

(2) 


(3) 


(4) 


(5) 


(6) 


(7) 


1.0 

10.6 

0.8 

5.3 

5.3 

2.7 

12.8 

2.2 

3.9 

5.1 

40.3 

11.2 

33.5 

4.1 

5.2 

Commercial  Banka 


4  Less  than 

$250  million 

43 

23 

0.1 

5.S 

0.1 

4.4 

5.6 

5.  $250  million  to 

$1  billion 

S 

5 

0.0 

3.1 

0.0 

5.7 

5.6 

6  Greater  than 

$1  billion 

16 

IS 

3.8 

4.9 

3.2 

54 

57 
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ASSISTANT  SECRETARY 


DEPARTMENT  OF  THE  TREASURY 

WASHINGTON 


September  26,  1995 


The  Honorable  Richard  Baker 

Chairman 

Subcommittee  on  Capital  Markets,  Securities, 

and  Government  S{>onsored  Enterprises 
U.S.  House  of  Representatives 
Washington,  D.C.  20515 

E>ear  Mr.  Chairman: 

Enclosed  are  our  responses  to  the  questions  you  asked  in  your  September  13,  1995  letter 
to  Secretary  Rubin.  We  regret  that  we  are  unable  to  testify  at  your  upcoming  oversight 
hearings  but  hoi>e  that  you  find  the  enclosed  resjKjnses  useful  in  preparing  for  those 
hearings.  Let  me  emphasize  that,  overall,  we  support  H.R.  1487,  the  Committee's 
current  proposal  for  Federal  Home  Loan  Bank  modernization. 

The  recent  action  by  the  House  Committee  on  Banking  and  Financial  Services  advanced 
the  prospect  for  Federal  Home  Loan  Bank  legislation  by  solving  the  biggest,  most 
contentious  Home  Loan  Bank  issue:  the  System's  Resolution  Funding  Corporation 
(REFCorp)  obligation.  We  support  the  Committee's  action  to  replace  the  fixed  dollar 
obligation  with  one  based  on  a  percent  of  income.  We  note,  however,  that  future 
Federal  Home  Loan  Bank  legislation  could  have  Federal  budget  implications  if  this 
provision  is  enacted. 

Please  be  assured  that  the  Administration  continues  to  look  forward  to  working  with  you 
to  enact  Federal  Home  Loan  Bank  modernization  legislation.  Combined  with  the 
Committee's  recent  action,  the  framework  outlined  in  the  July  10,  1995  version  of  H.R. 
1487  provides  a  promising  basis  for  such  legislation. 


Sincerely, 


Richard  S.  Camell 
Assistant  Secretary  for 
Financial  Institutions 


Attachment 
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ATTACHMENT 


Please  provide  your  comments  on  the  July  10, 1995  version  of  H.R.  1487,  i^,  the 
latest  version  of  the  Chairman's  print.  Given  the  fact  that  this  Subcommittee 
worked  veiy  closely  with  you  on  the  Chairman's  print  of  the  legislation,  your 
comments  will  be  a  valuable  part  of  the  hearing  record.  Please  address 
specifically  the  provision  in  the  print  changing  the  current  eligibility  formula  to 
10  percent  of  assets  in  whole  first  mortgages  on  improved  residential  properties, 
with  a  transition  period.   In  addition,  you  have  advocated  the  addition  of  a 
Treasury  representative  to  the  Federal  Housing  Finance  Board.  Given  the 
mission  of  the  FHLB  System,  please  discuss  the  merits  of  adding  Treasury  to  the 
Board. 


The  committee  print  of  H.R.  1487,  the  Federal  Home  Loan  Bank  System  Modernization 
Act  of  1995,  would  comprehensively  update  and  strengthen  the  System.  The 
Administration  generally  supports  this  bill,  with  an  amendment  that  would  retain  the 
$100  million  floor  on  the  System's  Affordable  Housing  Program. 

The  Administration  firmly  believes  that  the  comprehensive  changes  in  the  biU  are 
needed  to: 

Iceep  the  System  safe,  sound,  and  focused  on  its  public  purpose; 

maintain  the  System's  important  role  in  supporting  housing  and  community 
development  finance,  particularly  through  portfolio  lending; 

make  membership  voluntary,  with  equal  rights  and  responsibilities,  for  all 
members; 

correct  the  System's  potential  instabilities;  and 

protect  taxpayers  from  the  costs  of  the  System's  REFCorp  obligation  and  from 
any  risk  fi-om  financial  losses  in  the  System. 

The  Administration  supports  this  legislation  because  it  makes  substantial  progress  toward 
achieving  these  objectives. 

Under  current  law,  an  eligible  institution  may  join  the  System  provided  it  has  at  least  10 
percent  of  its  assets  in  mortgage-related  assets.  After  joining,  however,  there  is  no 
requirement  to  maintain  any  particular  level  of  involvement  in  housing  finance.  The  bill 
strengthens  membership  eligibility  rules  by  requiring,  as  of  July  1999,  all  System 
members  to  maintain  at  least  10  percent  of  their  assets  in  whole  residential  mortgages. 
Limiting  System  membership  to  institutions  that  meet  this  requirement  reinforces  the 
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System's  public  purpose  by  encouraging  institutions  to  maintain  more  diversity  and 
flexibility  in  their  mortgage  lending  than  the  more  narrow  secondary  market  standards 
permit  Members  that  fail  to  meet  this  10  percent  test  are  restricted  to  short-term 
advances  that  may  not  be  continuously  renewed.  We  agree  with  this  general  approach. 

We  strongfy  believe  that  the  Federal  Home  Loan  Bank  System  must  maintain  a  connection 
between  its  mission  and  its  lending  activities.   Given  the  fitnffbility  of  money,  safeguanis 
such  as  the  10  percent  test  are  an  important  means  of  helping  to  ensure  this  connection. 

The  bill  also  equalizes  members'  stock  purchase  requirements  and  makes  membership 
voluntary  for  all  eligible  institutions.  Both  of  these  changes  are  welcome  steps  towards 
equalizing  the  terms  of  membership. 

The  bill  greatly  improves  the  System's  oversight  by  separating  the  Finance  Board's  dual 
role  as  System  regulator  and  System  manager.  By  devolving  System  management 
responsibilities  to  the  Banks  and  strengthening  the  Finance  Board's  composition  and 
powers,  the  bill  would  better  enable  both  the  Banks  and  the  Finance  Board  to  carry  out 
their  respective  responsibilities. 

We  believe  that  adding  the  Secretary  of  the  Treasury  to  the  Board  would  enhance  the 
Board's  ability  to  fulfill  its  oversight  mission.  The  ever-increasing  size  and  complexity  of 
the  System's  operations  require  the  Treasury's  financial  expertise.  Having  the  Secretaries 
of  both  Treasury  and  HUD  on  the  Board  accomplishes  three  crucial  objectives. 

First,  the  Federal  Home  Loan  Bank  System,  is  the  third  largest  debt  issuer  in  the  country 
(after  the  Treasury  and  the  Federal  National  Mortgage  Association),  is  neither  well- 
known  nor  well-understood.  The  immense  size,  variety,  and  complexity  of  its  debt 
obligations  and  its  importance  in  supporting  housing  finance  make  it  a  significant  player 
in  our  financial  markets  generally,  and  housing  markets  in  particular.  We  believe  that 
the  System's  prominence  in  the  market  demands  similar  prominence  in  its  government 
oversight.  Having  the  Treasury  and  HUD  Secretaries  on  the  Board  lends  that 
prominence.  Additionally,  their  presence  strengthens  the  Finance  Board's  ability  to  give 
the  government  an  early  warning  of  problems  in  housing  finance. 

Second,  any  regulator  that  oversees  just  one  entity  will  find  it  increasingly  difficult  to 
remain  at  arm's  length  from  that  entity  over  time.  The  1993  GAO  report  on  the  System 
strongly  criticized  the  Finance  Board's  lack  of  independence  fi'om  the  System.  The  GAO 
reported  that  the  Finance  Board  had  "become  a  direct  advocate  for  the  System"  and  was 
"operating  inappropriately  as  the  System's  advocate  and  manager."'   We  recognize,  as 
did  the  GAO,  that  the  Board's  statutory  responsibilities  for  managing  certain  aspects  of 
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the  System  blurs  the  distinction  between  regulating  and  managing  the  Banks  and 
diminishes  the  Board's  independence.  We  also  recognize  that  the  current  Board  is 
working  hard  to  move  as  many  of  its  management  functions  into  the  Banks  as  the  law 
permits.  However,  we  believe  that  the  presence  of  the  Treasury  and  HUD  Secretaries  is 
crucial  to  fully  and  effectively  establishing  the  Finance  Board  as  a  strong,  arm's-length 
regulator. 

Third,  as  a  government-sponsored  enterprise,  the  System  has  a  public  purpose:   to 
support  housing  finance  safely  and  soundly.  The  presence  of  the  Treasury  and  HUD 
Secretaries  will  both  reinforce  and  balance  these  public  goals. 

The  bill  makes  three  significant  improvements  to  the  System's  capital  structure.  First,  it 
establishes  a  rigorous  risk-based  capital  requirement  for  the  Banks,  as  well  as  an 
appropriate  leverage  requirement.  It  also  establishes  a  structure  of  prompt  corrective 
action  rules  that  ensure  enforcement  of  these  requirements.  Second,  the  bill  requires, 
after  a  transition,  all  members  of  a  Bank  to  share  proportionally  in  capitalizing  their 
Bank.  Third,  the  bill  specifies  the  rules  governing  redemption  of  Bank  stock  by  defining 
the  relevant  capital  tests  and  time  frames  for  redeeming  (partially  or  entirely)  a 
member's  stock  investment  in  its  Bank. 

The  bill  changes  the  System's  Affordable  Housing  Program  (AHP)  by:  (1)  changing  the 
assessment  base  and  (2)  dropping  the  $100  million  floor  on  the  System's  annual 
contribution.  We  understand  that  the  change  to  the  assessment  base  has  been  designed 
to  raise  the  same  amount  of  money  for  AHP  while  providing  the  Banks  with  an  incentive 
to  economize  on  their  operating  expenses.   We  support  an  amendment  to  the  bill  that 
would  retain  the  current  $100  million  floor,  with  an  exception  for  periods  of  low  System- 
wide  capital. 

We  understand  that  consideration  was  being  given  to  several  other  changes  to  the  July 
10,  1995,  Subcommittee  print,  possibly  through  a  manager's  amendment.  Specifically,  we 
understand  that  such  an  amendment  would:  strengthen  the  System-wide  capital 
requirements  by  directing  the  Finance  Board  to  take  into  account  the  System's  REFCorp 
and  AHP  obligations;  clarify  that,  for  regulatory  purposes,  a  Bank's  capital  should  be 
measured  net  of  pending  stock  redemptions;  and  require  the  Finance  Board  to  establish 
a  retained  earnings  requirement  for  the  Banks.  We  support  these  changes. 

Finally,  we  continue  to  be  concerned  with  the  problems  created  by  the  System's 
REFCorp  obligation.   We  support  the  full  Committee's  recent  action  to  replace  the  fixed 
obligation  with  one  based  on  a  percentage  of  income.  Such  a  change  would  greatly 
strengthen  and  stabilize  the  System,  as  well  as  increase  the  likelihood  of  enacting  the 
comprehensive  changes  to  the  System  provided  for  in  H.R.  1487.  Replacing  the  fixed 
REFCorp  obligation  with  one  based  on  a  percentage  of  income  could  mean  that  future 
legislative  changes  to  the  System  that  affect  projected  System  income  could  have  an 
impact  on  the  Federal  deficit.  This  is  because  changes  in  System  net  income  will  affect 
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its  REFCorp  contribution  and  therefore  change  the  annual  contribution  from  the 
Treasiuy.  We  stand  ready  to  work  with  you  to  address  the  budget  implications  of 
changing  the  REFCorp  contribution  formula. 

We  do  have  some  additional  concerns  about  the  bill,  which  we  outline  in  the  appendix. 
Overall,  though,  we  are  pleased  to  support  this  bill.  We  believe  that  this  legislation  is 
constructive  and  responsible,  and,  with  the  changes  outlined  above,  particularly  those 
relating  to  AHP,  REFCorp,  and  capital  computations,  merits  the  Subcommittee's 
approval. 


2.         If  you  were  to  design  a  FHLB  System  fh>m  scratch  today,  how  would  the 
recommended  structure  differ  from  the  current  structure? 

To  answer  this  hypothetical  question,  we  assume  that  (i)  the  FHLBank  System  is  needed, 
(ii)  for  reasons  of  market  failure  or  market  imperfections,  the  System  should  be  a 
govenmient-sponsored  enterprise  (GSE),  and  (iii)  the  provision  of  liquidity  collateralized 
t^  mortgage  assets  is  the  best  approach  to  overcoming  the  market  failure/imperfection. 

Given  these  assimiptions,  the  System  we  would  propose  would  differ  from  the  current 
System  in  at  least  the  following  ways: 

•  The  System  would  be  structured  to  enhance  local  and  regional  access  to  the 
System's  services.  Whether  this  would  require  twelve  Banks  -  or  a  smaller 
number  of  Banks  and  a  larger  number  of  field  offices  -  should  be  decided  by 
those  who  run  the  System. 

•  The  System  would  remain  a  cooperative,  and  all  eligible  institutions  would  be 
voluntary  members,  with  equal  benefits  and  responsibilities.  Furthermore,  such 
institutions  would  be  members  of  the  System,  and  own  stock  in  the  System,  rather 
than  owning  stock  in  one  Bank  that  was  part  of  the  System.  It  would  also  retain  a 
narrow  focus  on  housing  finance  and  community  development. 

•  Cj^>ital  requirements  would  be  risk-based,  and  members'  ability  to  withdraw  their 
capital  would  be  subject  to  delayed  redemption  rules  and  prompt  corrective  action 
requirements. 

•  The  System  would  be  responsible  for  managing  its  own  affairs.  It  would  be 
subject  to  federal  safety  and  soundness  oversi^t. 

The  System  would  not  be  saddled  with  a  fixed  REFCorp  obligation. 
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Congress  should  commit  to  periodic  reviews  of  the  System's  status,  and  decide  to 
either  continue  its  charter  as  a  GSE,  liquidate  it,  or  privatize  it.   If  privatized,  its 
future  would  then  depend  on  its  ability  to  continue  as  a  fully-private  sector  entity, 
without  any  government  sponsorship  or  special  government-granted  benefits. 


3.         If  not  for  the  need  to  pay  the  REFCORP  obligation,  could  a)  the  FHLB  System 
be  downsized  or  b)  could  the  FHLB  System  be  eliminated  altogether  with  the 
FHLB  System  services  being  adequately  provided  by  others  in  the  marketplace? 

Without  the  REFCorp  obligation,  the  FHLBank  System  could  clearly  be  downsized 
today.  In  fact,  it  may  be  the  case  that,  even  with  the  REFCorp  obligation,  the  System 
could  be  downsized. 

Downsizing  here  means  two  things:  the  size  of  the  System's  operations  and  the  size  of 
its  balance  sheet.  There  is  an  opportunity  to  downsize  the  System  by  reducing  the 
number  of  Banks,  as  provided  in  the  legislation.  This  would  reduce  the  System's 
operating  expenses  and  staffing  without  necessarily  having  any  effect  on  the  size  of  the 
System's  consolidated  balance  sheet.  We  support  such  consolidation,  although  we 
believe  that  it  would  best  be  achieved  by  the  Banks  and  their  members,  rather  than 
being  directed  by  the  government.  This  type  of  downsizing  is  not  directly  related  to  the 
System's  REFCorp  obligation,  although  a  reduction  in  System  operating  expenses  would 
make  the  System's  REFCorp  obligation  less  burdensome. 

The  System  could  also  be  downsized  by  reducing  the  size  of  its  balance  sheet.  As  of 
June  30,  199S,  the  System  had  nearly  $263  billion  in  assets,  including  $121  billion  in 
advances  and  $136  billion  in  investments.  The  advances  represent  the  System's  core 
business.  There  is  no  need  or  desire  to  downsize  that  -  Congress  created  the  System  to 
make  advances. 

The  $136  billion  in  investments  is  another  matter.  The  investment  portfolio  consists  of 
$38  billion  in  mortgage-backed  securities  (MBS)  and  $98  billion  in  other  investments 
(such  as  fed  funds  and  commercial  paper).  The  System  maintains  that  these  investments 
are  needed  to  generate  the  earnings  needed  to  pay  the  REFCorp  obligation  and  to  earn 
an  adequate  rate  of  return  on  members'  invested  capital.  There  is,  however,  no  need  to 
have  such  an  enormous  investment  portfolio,  either  to  serve  the  System's  mission  or  to 
satisfy  the  economics  of  its  core  operations. 

The  1993  GAO  study  noted  that,  traditionally.  Banks  maintain  investment  portfolios  for 
three  reasons:  "to  earn  interest  income  on  proceeds  from  prepaid  advances,  to  invest 
members'  overnight  deposits,  and  to  have  ready  liquidity  for  the  normal  business  needs 
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of  the  FHLBank."^  GAO  goes  on  to  note  that  traditionally,  in  periods  of  low  advance 
demand,  the  Banks  also  tend  to  increase  their  investment  holdings  in  order  to  cover  their 
operating  expenses. 

As  of  June  30,  1995,  the  System  had  about  $19  billion  in  member  deposits  and  other 
borrowings.  Assuming  these  deposits  funded  short-term  investments,  that  leaves  $117 
billion  in  investments.  Clearly  only  a  small  fraction  of  the  $117  billion  is  needed  in  an 
economic  sense,  that  is,  to  reinvest  advance  prepayments  and  to  maintain  liquidity  in  the 
Banks. 

We  conclude  that,  outside  of  corporate  obligations  and  capital  considerations,  the 
investment  portfolio  could  be  downsized  substantially.   Removing  the  fixed  nature  of  the 
System's  REFCorp  obligation  (as  recently  approved  by  the  full  Committee)  would 
remove  the  rationale  for  the  System  to  generate  additional  income  through  a  large 
investment  portfolio  for  purposes  of  paying  the  obligation.   Also,  members'  stock 
purchase  requirements  are  not  based  on  the  size  and  riskiness  of  their  Bank  but  on 
factors  extraneous  to  the  Bank.  As  a  result,  some  Banks  may  have  more  capital  than 
needed  to  manage  their  advances  portfolio.  A  reduction  in  any  excess  capital  should 
also  permit  a  reduction  in  investments.  Both  H.R.  1487  and  the  Administration's 
proposal  called  for  such  changes  in  determining  stock  purchase  requirements. 

Finally,  presuming  there  was  no  REFCorp  obligation,  it  is  legitimate  to  ask  whether 
Bank  services  could  be  adequately  provided  by  others  in  the  marketplace.  In  our  view, 
such  a  question  should  be  answered  by  the  marketplace.  We  would  note  that,  in  H.R. 
1487,  such  a  market  test  is  built-in.   By  making  all  members  voluntary,  it  would  permit 
the  System  to  self-liquidate  should  it  ever  fail  to  meet  a  market  test  of  providing 
sufficient  value  to  its  members  to  warrant  their  capital  investment. 


4.         Is  there  a  need  for  12  separate  Federal  Home  Loan  Banks  or  should  the  Banks 
be  consolidated? 

Given  modem  technology,  advances  could  certainly  be  provided  other  than  through 
twelve  separate  Banks.  In  our  view,  it  is  best  left  to  the  Banks  and  their  members  to 
decide  the  appropriate  number  of  Banks.  However,  regulatory  or  legal  impediments  to 
Bank  consolidation,  if  any,  should  be  identified  and  removed. 
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5.         Should  the  FHLB  System  charter  be  expanded  to  include  new  activities,  and  if  so, 
what  activities? 

We  believe  that  the  System's  activities  should  generally  be  limited  to  advances  mainly 
collateralized  by  mortgage  assets  and  used  to  finance  housing  and  community 
development.  Like  any  government-sponsored  enterprise,  the  System  should  be  limited 
to  a  well-defined  line  of  business  that  serves  a  public  purpose  in  a  way  not  available  in 
the  private  sector.  Any  new  product  or  service  offered  by  the  System  should  meet  a 
strict  test  of  need  and  appropriateness.  At  this  time,  we  see  no  need  to  expand  the 
System's  activities. 


6.        Please  comment  on  the  investment  activities  of  the  FHLB  System,  including  the 
practice  of  arbitraging  using  borrowed  funds  to  invest  in  higher  yielding 
instruments,  primarily  mortgage-backed  securities.  Do  the  investment  activities 
permitted  pose  too  much  risk  to  the  FHLB  System?  Are  the  investment  activities 
in  which  the  Banks  are  currently  engaged  essential  to  the  generation  of  revenue 
needed  to  pay  the  REFCorp  obligation,  as  the  Banks  claim?  Should  the  activities 
permitted  be  either  expanded  or  curtailed? 

The  investment  activities  of  the  Banks  are  a  concern  to  the  Treasury  Department.  As 
noted  in  our  answer  to  question  3,  the  System's  mission  requires  an  investment  portfolio 
equal  to  only  a  fraction  of  the  $136  billion  worth  of  investments  the  System  had  as  of 
June  30,  1995. 

As  of  that  date,  the  System  held  $38  billion  in  mortgage-backed  securities.  Most  of  these 
securities  were  issued  by  two  other  GSEs,  the  Federal  National  Mortgage  Association 
(Fannie  Mae)  or  the  Federal  Home  Loan  Mortgage  Corporation  (Freddie  Mac).  While 
mortgage-backed  security  investments  help  the  Banks  to  generate  earnings,  they  do  not 
advance  the  System's  public  purpose  because  they  do  not  increase  the  overall  credit 
available  for  housing.   MBS  issued  by  Fannie  Mae  and  Freddie  Mac  trade  in,  and  are 
priced  by,  the  general  capital  markets.  Investments  in  such  securities  by  the  Banks  do 
not  increase  overall  credit  to  housing,  but  merely  represent  an  arbitraging  of  the  Banks' 
GSE  status.  In  our  view,  these  investments  do  not  advance  the  Bank's  mission. 

Our  concerns  about  System  investments,  however,  go  far  beyond  mortgage-backed 
securities.  The  remaining  $98  billion  in  investments  also  pose  risks  to  the  System  and  do 
not  promote  the  System's  mission  (beyond  those  investments  needed  to  support  the 
Bank's  core  function,  as  described  earlier).  The  return  on  many  of  these  investments  is 
very  small.  In  many  cases,  the  net  return  is  10  basis  points  or  less.  With  such  small 
returns,  any  defaults  or  losses  due  to  interest  rate  mismatches  could  exceed  the 
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portfolio's  earnings.  We  find  the  excessive  investments  to  be  unwarranted  and 
counterproductive  for  several  reasons: 

•  they  add  unnecessary  risk  to  the  Banks  that  are  not  based  on  the  Banks'  mission; 

•  they  detract  management  attention  from  promoting  the  Bank's  core  business  - 
promoting  housing  finance  and  community  development  lending  by  portfolio 
lenders; 

•  in  many  cases,  they  are  profitable  only  because  the  Banks  are  arbitraging  the 
funding  advantage  created  by  their  GSE  status;  and 

•  because  of  the  small  returns  generated,  a  huge  volume  of  investments  ~  which 
exacerbate  the  risk  -  is  needed  in  order  to  make  a  material  difference  in  the 
Banks  ability  to  pay  the  REFCorp  obligation. 

With  (1)  the  proposed  replacement  of  the  System's  fixed  REFCorp  obligation  with  one 
based  on  a  percentage  of  income,  and  (2)  the  proposed  changes  to  capital  structure  and 
capital  requirements  in  H.  R.  1487,  we  believe  that  the  Banks  can  and  should  sharply 
reduce  their  investment  portfolio.  The  mortgage-backed  securities  portfolio  should  be 
shrunk  and  perhaps  eliminated.  The  remaining  investments  should  be  reduced  to  the 
size  necessary  to  support  the  core  business  of  the  Banks.  In  no  case  should  the 
investment  authority  of  the  Banks  be  permitted  to  increase,  with  or  without  any  changes 
to  the  System's  REFCorp  obligation. 
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APPENDIX 


Specific  Concerns  About  the 

Subcommittee  on  Capital  Markets,  Securities 

and  Government  Sponsored  Enterprises 

Print  of  July  10,  1995 

on  H.R.  1487, 

The  Federal  Home  Loan  Bank  Modernization  Act  of  1995" 


In  this  appendix,  we  provide  a  comprehensive  list  of  our  ]X}licy  and  technical  concerns 
with  the  exact  language  of  the  Committee  print  of  July  10,  1995.  While  we  consider 
these  concerns  to  be  serious  matters  for  consideration,  we  support  the  Committee  print 
overall,  with  amendments  described  in  our  answers  to  the  questions  posed  by  the 
Chairman. 


Mission 

Mission  Statement:   It  is  important  to  keep  the  Bank  System,  like  any  government- 
sponsored  enterprise,  focused  on  the  clearly  defined  purposes  and  activities.  Therefore, 
we  beUeve  that  the  mission  statement  should  not  suggest  expanding  the  System's  public 
purposes  to  "other  financial  services"  or  "economic  development  lending." 

Membership 

Withdrawing  from  the  System:  Amnesty:   Under  current  law,  a  member  that  withdraws 
from  the  System  may  not  rejoin  for  10  years.  This  provision  is  important  because  the 
majority  of  the  System's  equity  consists  of  redeemable  capital  stock  held  by  members. 
Letting  members  rejoin  the  System  within  a  few  years  after  withdrawing  would  encourage 
revolving  door  membership:   institutions  would  join,  withdraw,  and  join  again  based  on 
short-term  economic  or  business  fluctuations.  Such  behavior  would  destabilize  the  Banks 
by  increasing  the  potential  for  sudden,  large  fluctuations  in  capital. 

The  committee  print  lowers  the  existing  10  year  time  period  to  5  years.   Since  all  of 
members'  Bank  stock  would  be  redeemable  under  the  Committee  print,  it  is  imperative 
that  a  member's  decision  to  leave  the  System  be  based  on  a  thoughtful  consideration  of 
the  long-run  value  of  System  membership,  not  on  short-term  considerations.   Since  many 
financial  institutions  may  have  strategic  planning  cycles  that  are  five  years  long,  we 
believe  that  the  lockout  should  be  longer  than  five  years.   By  requiring  a  member  to  look 
beyond  its  planning  cycle  before  deciding  to  leave  the  System,  the  member  is  unlikely  to 
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leave  due  to  short-term  considerations.  Therefore,  we  support  the  continuation  of  the 
existing  10-year  rule. 

The  bill  also  waives  the  rule  for  institutions  that  have  already  left  the  System.  We 
strongly  oppose  granting  amnesty  to  institutions  that  left  the  System  under  the  existing  10 
year  prohibition  on  reentry.  Such  a  waiver  establishes  a  dangerous  precedent  for  future 
waivers,  which  again  weakens  the  resiliency  of  the  Banks'  capital.   It  is  also  inequitable 
for  those  members  that  have  remained  in  the  System,  despite  the  uncertainty  and 
possible  low  returns  on  their  Bank  stock  in  recent  years. 

Removal  from  Membership:  The  committee  print  authorizes  each  Bank  to  remove  a 
member  for  cause.  We  believe  that,  in  most  instances,  a  Bank  may  be  in  a  conflicted 
position  in  making  such  a  determination  because  of  their  incentive  to  retain  both 
members  and  their  capital  stock  investment.  Therefore,  we  support  leaving  this  authority 
with  the  Finance  Board,  although  the  Banks  should  be  authorized  to  recommend  such 
action  by  the  Finance  Board.  The  Finance  Board  should  be  required  to  act  quickly  on 
any  recommendation. 

Property  Rights:   Section  11  grants  members  a  limited  property  right  in  their  Banks' 
retained  earnings.  We  have  serious  concerns  that  such  an  interest  (which  members  have 
never  had)  could  impair  the  government's  ability  to  supervise  and  regulate  the  System. 
For  example,  (i)  could  this  interest  impede  the  Finance  Board  from  taking  appropriate 
action  to  assure  the  System's  safety  and  soundness,  if  such  action  would  result  in  diluting 
a  member's  interest  in  its  Bank's  retained  earnings?  and  (ii)  could  a  member's  interest 
take  priority  over  the  Bank's  REFCorp  obligation,  and  thereby  increase  the  cost  to  the 
taxpayers  {e.g.,  if  the  System  were  to  liquidate,  could  members  insist  on  receiving  all 
retained  earnings  and  leaving  no  residual  value  to  help  offset  the  System's  remaining 
REFCorp  obligation)? 

Penalty  for  Failing  the  10  Percent  Requirement:  Under  current  law,  an  eligible 
institution  may  join  the  System  provided  it  has  at  least  10  percent  of  its  assets  in 
mortgage-related  assets.  After  joining,  however,  there  is  no  requirement  to  maintain  any 
particular  level  of  involvement  in  housing  finance.  The  bill  strengthens  membership 
eligibility  rules  by  requiring,  as  of  July  1999,  all  System  members  to  maintain  at  least  10 
percent  of  their  assets  in  whole  residential  mortgages.  Limiting  System  membership  to 
institutions  that  meet  this  requirement  reinforces  the  System's  public  purpose  by 
encouraging  institutions  to  maintain  more  diversity  and  flexibility  in  their  mortgage 
lending  than  the  more  narrow  secondary  market  standards  permit.   Members  that  fail  to 
meet  this  10  percent  test  are  restricted  to  short-term  advances  that  may  not  be 
continuously  renewed.  We  agree  with  this  general  approach. 

We  strongly  believe  that  the  Federal  Home  Loan  Bank  System  must  maintain  a 
coimection  between  its  mission  and  its  lending  activities.  Given  the  fungibility  of  money. 
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safeguards  such  as  the  10  percent  test  are  an  important  means  of  helping  to  ensure  this 
connection. 

Limit  on  Advances  to  non-QTL  Members:   We  believe  that  System  membership  should 
be  based  on  equal  rights  and  responsibilities  for  all  System  members.  The  current 
statutory  restriction  limiting  no  more  than  30  percent  of  System  advances  to  non-QTL 
members  violates  that  principle.  Therefore,  we  support  this  restriction  being  dropped, 
but  only  in  the  context  of  completely  equalizing  the  terms  of  membership.  Such 
equalization  can  only  take  place  when  the  System's  REFCorp  obligation  is  distributed  in 
a  non-discriminatory  manner  across  the  Banks. 

Management  and  Regulation 

Office  of  Finance  Corporation:   In  our  view,  the  Committee  print  takes  the  unnecessary 
step  of  creating  the  fiscal  agent  as  a  federally-chartered  instrumentality.  Also,  making 
the  Office  of  Finance  Corporation  a  separate,  federally-chartered  instrumentality  may 
raise,  rather  than  lower,  perceptions  that  the  government  stands  behind  the  System's  debt 
obligations. 

We  support  transferring  the  fiscal  agent  function  from  a  joint  office  of  the  Banks  and  the 
Finance  Board  to  the  Banks  as  a  group.   While  the  committee  print  accomplishes  this, 
we  believe  that  a  simpler  approach  exists.  The  Banks  could  simply  be  given  the 
authority  to  establish  a  fiscal  agent  as  an  office  of  the  System.   Such  an  office  need  not 
be  established  in  statute.  In  fact,  a  statutory  office  could  limit  the  Banks'  flexibility  in 
organizing  their  operations. 

Budget:  The  July  10,  1995,  Committee  print  contains  a  provision  that  removes  the 
Finance  Board  from  the  Federal  budget.  Although  the  Finance  Board  is  self-funded,  it 
is  a  government  agency  performing  a  governmental  function  and  its  employees  are 
Federal  employees.  The  Administration  believes,  therefore,  that  the  Finance  Board 
should  be  reflected  in  the  budget  totals.   With  the  exception  of  the  Federal  Reserve 
Board,  no  other  Federal  agency  is  excluded  from  the  budget  totals. 

Legislative  Bypass:  The  Administration  objects  to  the  restriction  on  Administration 
review  of  Finance  Board  testimony,  legislative  recommendations,  and  comments  on 
legislation. 

Capital 

Defining  System-wide  Capital  Requirements:  The  primary  objective  of  System-wide 
capital  requirements  is  to  recognize  that  the  System  has  obligations,  especially  for 
REFCorp  and  AHP,  that  are  affected  by  overall  System  profitability,  not  just  each 
Bank's  individual  capital  adequacy.   Stated  differently,  each  Bank  may  meet  its  own 
regulatory  capital  requirements  yet  overall  System  capital  could  be  so  low  that  the 
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System  may  not  be  generating  sufficient  earnings  to  meet  its  obligations.   In  recognition 
of  this,  the  Finance  Board  should  set  System-wide  capital  requirements  based  on 
thresholds  that  ensure  the  System's  total  capital  remains  above  that  level  needed  to 
assure  ongoing  payment  of  the  System's  obligations. 

Measuring  Capital:   Since  the  bill  properly  establishes  a  delay  between  the  time  a 
member  requests  partial  or  full  redemption  of  its  capital  stock,  and  the  time  such  stock  is 
redeemed,  it  is  important  that  regulatory  assessments  of  a  Bank's  capital  deduct  for  such 
pending  redemptions.  That  is,  a  Bank's  total  capital  should  be  measured,  for  purposes  of 
meeting  regulatory  capital  requirements,  as  being  net  of  all  pending  stock  redemptions. 

Retained  Earnings:   Because  members'  stock  would  be  redeemable  for  all  members,  it  is 
crucial  that  each  Bank  have  some  amount  of  nonredeemable,  permanent  equity  in  the 
form  of  retained  earnings.  We  support  directing  the  Finance  Board  to  establish  a 
retained  earnings  requirements  for  each  of  the  Banks. 

REFCorp 

Allocation:  We  support  a  more  equitable  distribution  of  the  System's  REFCorp 
obligation  between  the  Banks  than  exists  in  current  law.  In  particular,  we  support  the 
recent  action  of  the  full  Committee  to  replace  the  System's  fixed  $300  million  payment 
with  a  payment  set  as  a  percentage  of  System  income,  allocated  among  the  Banks  on  a 
pro  rata  basis.  We  note,  however,  that  fiiture  Federal  Home  Loan  Bank  legislation  could 
have  Federal  budget  implications  if  this  provision  is  enacted.. 

AHP 

Minimum  Requirements:   We  support  the  current  $100  million  floor  for  the  AHP.   We 
also  believe  that  this  floor  should  not  apply  when  System-wide  capital  falls  below  some 
predetermined  level.  The  Finance  Board  should  also  take  account  of  this  requirement  in 
setting  System-wide  capital  requirements.  The  AHP  obligation  should  also  be  explicitly 
referenced  in  the  "source  of  earnings"  element  of  the  Banks'  risk-based  capital 
requirements. 
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O 


Comptroller  of  the  Currency 
Administrator  of  National  Banks 


Washington,  DC    20219 


September  25,  1995 


The  Honorable  Richard  H.  Baker 

Chairman 

Subcommittee  on  Capital  Markets,  Securities  and  Government  Sponsored  Enterprises 

Committee  on  Banking  and  Financial  Services 

U.S.  House  of  Representatives 

Washington,  DC.  20515-6050 

Dear  Mr.  Chairman: 

Enclosed  are  responses  to  the  questions  contained  in  your  letter  of  September  7,  1995.  If  I  can 
be  of  any  further  assistance,  please  do  not  hesitate  to  contact  me. 

Sincerel] 


relj, 

Eugene  A.  Ludwig  v 

Comptroller  of  the  Currency 


197 


1.  GSEs,  such  as  the  FHLBs,  have  issued  derivative/structured  debt,  such  as  inverse 
floaters,  which  have  been  bought  by  institutions  you  regulate.  Do  these  institutions  investing 
in  the  debt  understand  the  market  risk  associated  with  the  instruments?  How  are  you 
monitoring  the  exposure  to  insured  depository  institutions  of  the  debt  issued  by  the  GSEs? 


In  early  1994,  the  Office  of  the  Comptroller  of  the  Currency  (OCC)  became  concerned  that  some 
banks,  particularly  community  banks,  did  not  understand  the  market  and  liquidity  risks  present 
in  some  types  of  structured  notes  that  they  had  purchased.  As  a  result,  the  OCC  issued  Advisory 
Letter  94-2  (Purchases  of  Strucmred  Notes)  to  caution  banks  that  many  of  these  securities,  which 
contain  embedded  derivatives,  had  complex  cash-flow  profiles.  In  the  Advisory,  the  OCC 
outlined  its  expectations  for  banks  purchasing  structured  securities,  including  having  the  ability 
to  understand,  measure,  monitor  and  control  risks.  We  also  stressed  the  importance  of  having 
current  price  information,  because  our  experience  indicated  that  many  pricing  services  used  by 
banks  could  not  assign  current  market  values.  We  believe  the  Advisory  Letter  prompted  many 
banks  either  to  improve  their  understanding  of  the  complex  risk  profiles  of  strucmred  securities, 
including  inverse  floaters,  or  to  refrain  from  purchasing  structured  securities.  The  OCC  has  seen 
anecdotal  evidence  that  many  smaller  national  banks  have  substantially  improved  their  ability  to 
obtain  current  market  value  information. 

Moreover,  the  well-publicized  losses  borne  by  Orange  County,  California,  and  the  sobering 
impact  of  the  interest  rate  environment  in  1994  combined  to  dramatically  reduce  investor  appetite 
for  structured  notes,  as  most  of  those  notes  contained  an  embedded  option  on  stable  or  declining 
interest  rates  and  fell  in  value  as  interest  rates  increased.  As  a  result,  issuers  have  largely  ceased 
offering  those  securities.  In  addition,  the  decline  in  interest  rates  in  1995  has  led  to  a  substantial 
volume  of  early  redemptions  of  strucmred  notes,  reducing  the  volume  of  structured  notes  the 
banking  system  holds. 

The  OCC  monitors  national  bank  holdings  of  structured  notes  through  on-site  examinations.  In 
addition,  beginning  in  March,  1995,  the  regulatory  agencies  began  requiring  financial  instimtions 
to  report  their  holdings  of  structured  notes  in  the  Call  Report.  The  OCC  uses  that  information 
to  identify  the  volume  of  derivatives  activity  of  the  banking  system. 

Although  we  monitor  the  structured  note  holdings  of  national  banks,  it  is  important  to  note  that 
large  holdings  of  structured  notes  do  not  necessarily  indicate  greater  than  normal  risk.  Not  all 
strucmred  notes  have  risks  that  exceed  the  risks  of  other  financial  instruments  banks  typically 
hold.  Further,  not  all  structured  notes  are  difficult  to  understand.  The  OCC  assesses  the  portfolio 
risk  of  a  national  bank  by  looking  at  the  market-value  sensitivity  of  the  bank's  entire  investment 
portfolio,  not  by  simply  identilying  how  many  structured  notes  the  bank  holds. 
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2.  Does  the  existence  of  the  FHLB  System  increase  the  amount  of  total  dollars  available  for 
housing? 


The  FHLB  System  encourages  member  institutions-thrifts,  commercial  banks,  credit  unions,  and 
insurance  companies~to  make  mortgage  loans  by  allowing  them  to  ftind  those  loans  with  a  large 
volume,  low-cost,  stable  source  of  ftinds,  and  by  requiring  members  to  collateralize  their 
borrowings  with  mortgage-related  assets. 

The  OCC  does  not  collect  data  that  would  allow  us  to  measure  the  degree  to  which  these  factors 
increase  mortgage  lending.  However,  we  note  that  the  FHLB  System's  loans  to  member 
institutions,  or  advances,  have  increased  steadily  over  the  past  few  years.  At  the  end  of  1994,  the 
5,307  FHLB  members  held  almost  $126  billion  of  outstanding  advances,  a  22  percent  increase 
over  year-end  1993.  As  of  December  31,  1994,  thrifts  held  almost  78  percent  of  the  System's 
advances.  Commercial  banks  have  significantly  increased  their  use  of  advances.  At  the  end  of 
1992,  commercial  banks  held  $6.4  billion  in  advances,  or  8  percent  of  total  System  advances.  By 
December  31,  1994,  commercial  banks  increased  advance  holdings  to  $25.5  billion  or  20  percent 
of  total  System  advances  outstanding.  Advances  to  credit  unions  and  insurance  companies  also 
have  increased;  however,  they  represented  less  than  one  percent  of  total  advances  at  year-end 
1994.'  In  addition,  we  note  that  banks'  access  to  FHLB  advances  has  coincided  with  the  growth 
in  real  estate-related  lending  in  recent  years. 

Furthermore,  the  FHLB  System  supports  affordable  housing  through  two  targeted  low-  and 
moderate-income  housing  programs-the  Affordable  Housing  Program  (AHP)  and  the  Community 
Investment  Program  (CIP).  As  of  September  12,  1995,  the  total  AHP  subsidies  made  available 
to  2,620  active  and  completed  affordable  housing  projects  was  $377. 1  million^  The  CIP  directs 
its  funds  to  households  whose  income  does  not  exceed  1 15  percent  of  an  area's  median  income. 
The  CIP  holds  about  $8  billion  in  2,832  advances.' 


^Source:  The  FHLB  System's  1994  Financial  Report. 

^Source:  The  Federal  Housing  Finance  Board's  Program  Summary  of  the  Affordable  Housing 
Program. 

^Source:  The  Federal  Housing  Finance  Board's  Housing  Finance  Directorate. 
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3.  What  if  the  available  collateral  to  support  advances  from  the  FHLB  system  included  other 
types  of  government-related  collateral,  e.g.,  FHA,  SBA  and  Sallie  Mae? 


Widening  the  pool  of  collateral  eligible  to  secure  advances  could  improve  the  liquidity  position 
of  depository  institutions  that  are  members  of  the  FHLB  System.  It  could,  however,  also  reduce 
the  incentives  for  those  institutions  to  acquire  mortgage-related  assets,  and  hence  potentially  dilute 
the  support  the  FHLB  System  provides  for  housing. 

Furthermore,  it  would  not  be  prudent  for  banks  to  use  the  wider  collateral  pool  to  leverage 
themselves  to  the  point  of  assuming  excessive  interest  rate  or  credit  risks.  It  would  also  not  be 
prudent  for  banks  to  rely  on  FHLB  System  advances~or  any  other  single  funding  source-for  a 
disproportionate  amount  of  their  fiinding.  Concentrations  in  funding  sources,  like  concentrations 
in  loan  types,  are  inherently  risk-increasing. 
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4.  Do  smaller,  i.e.,  less  than  $250  million  in  assets,  insured  depository  institutions  generally 
need  access  to  intermediate  and  longer-term  liabilities  which  can  be  provided  by  the  FHLB 
System? 


The  OCC  does  not  collect  data  on  the  degree  to  which  national  banks  with  less  than  $250  million 
in  assets  rely  on  access  to  the  FHLB  System  for  intermediate  and  longer-term  fianding.  However, 
I  can  offer  some  related  evidence. 

Since  1989,  when  banks  were  first  permitted  to  become  members  of  the  FHLB  System,  all  size 
categories  of  banks  have  seen  declines  in  their  longer-term  retail  sources  of  funding,  i.e. ,  in  their 
intermediate  term  consumer  deposits  and  consumer  deposits  with  no  stated  maturity.  Those  banks 
have  been  able  to  replace  some  of  that  retail  funding  with  FHLB  advances.  The  OCC  believes 
that  access  to  those  funds  has  helped  to  make  banks  safer  from  a  liquidity  standpoint,  especially 
as  they  have  increased  their  real-estate  lending  in  recent  years. 

All  banks  can  derive  substantial  liquidity  benefits  from  having  access  to  the  intermediate  term 
(maturing  in  2  to  5  years)  and  longer-term  liabilities  that  the  FHLB  System  provides.  Prudent 
liquidity  management  requires  that  banks  avoid  placing  themselves  in  situations  where  they  must 
repeatedly  roll  over  their  liabilities.  This  is  particularly  important  for  institutions  with  relatively 
few  core  deposits.  FHLB  System  advances  enable  banks  to  replace  lost  deposits  with  a  stable, 
low-cost,  and  large  volume  source  of  funds. 
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5.  It  has  been  said  that  FHLB  System  advances  allow  smaller,  well-capitalized  banks  to 
leverage  up  their  balance  sheets.  Do  you  see  instances  of  this  happening  and  how  are  you 
monitoring  the  situation? 


The  OCC  does  not  collect  data  on  national  banks'  use  of  FHLB  System  advances.  We  are  aware, 
however,  that  equity  investors  in  banks  and  other  institutions  have  been  showing  increasingly  little 
patience  for  substandard  equity  returns  and  have  been  urging  management  to  employ  capital  more 
efficiently.  We  have  no  doubt  that  some  smaller,  well-capitalized  banks  are  using  and  have  used 
FHLB  System  advances  to  fund  asset  growth,  with  the  objective  of  generating  higher  equity 
returns.  When  this  happens,  leverage  capital  ratios  decline. 

The  OCC  does  not  necessarily  view  the  use  of  FHLB  System  advances  for  purposes  of  enhancing 
equity  returns  as  a  problem,  as  long  as  the  bank  does  not  rely  excessively  on  the  System  for  its 
liquidity  needs,  and  the  bank  understands,  measures,  and  manages  the  interest  rate  risk  and  asset 
quality  risks  that  accompany  increased  leverage.  The  OCC  evaluates  the  capital  strength  of  every 
national  bank  during  the  on-site  examination  process  and  through  off-site  monitoring.  This 
evaluation  assesses  management  strength,  asset  quality,  earnings  prospects,  and  liquidity,  as  well 
as  capital  ratios. 
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6.  Many  insured  depository  institutions  have  joined  a  Federal  Home  Loan  Bank  to  gain 
access  to  the  liquidity  provided  by  the  System.  Do  you  see  this  reliance  on  the  system  for 
liquidity  as  a  positive  development  for  smaller  insured  depository  institutions? 


The  OCC  believes  that  FHLB  membership  can  be  a  positive  development  for  smaller  national 
banks,  to  the  extent  that  membership  allows  a  new  source  of  liquidity.  As  national  banks  have 
increased  their  holdings  of  mortgage  loans,  the  ability  to  pledge  these  loans  and  other  real  estate- 
related  assets  as  collateral  to  secure  borrowings  has  allowed  for  more  stable  funding  of  long-term 
assets. 

The  ability  to  access  large  volume,  term  funding  represents  an  especially  important  benefit  of 
FHLB  membership.  Most  retail  customers  do  not  supply  banks  with  intermediate  maturity 
funding.  As  banks  are  provided  with  the  ability  to  stretch  their  liability  maturities  and  avoid 
having  to  refinance  their  funding  base  over  short  time  periods,  their  overall  liquidity  positions  will 
necessarily  improve  and  their  interest  rate  risk  exposures  will  generally  decrease.  However,  as 
stated  above,  the  OCC  would  have  concerns  about  any  national  bank  that  relied  on  any  individual 
funding  source  (including  a  System  bank)  for  a  disproportionate  amount  of  its  funding.  Hence, 
the  OCC  would  not  view  reliance  on  the  System  for  liquidity  as  a  positive  development. 
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O      FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  Washington,  DC  20429 

OFFICE  OF  THE  CHAIRMAN 

September  25,  1995 


Honorable  Richard  H.  Baker 

Chairman 

Subcommittee  on  Capital  Markets,  Securities 

and  Government  Sponsored  Enterprises 
Committee  on  Banking  and  Financial  Services. 
House  of  Representatives 
Washington,  D.C.   20515 

Dear  Mr.  Chairman: 

Thank  you  for  your  letter  regarding  the  oversight 
hearings  on  the  Federal  Home  Loan  Bank  System  that  will 
be  held  on  September  27  and  September  28,  1995. 

The  FDIC's  responses  to  the  questions  that  you 
submitted  are  enclosed.   If  I  can  provide  any  further 
information,  please  let  me  know. 

Sincerely, 


^<^!u--  4^JLjf^ 


Ricki  Heifer 
Chairman 


Enclosure 
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Responses  to  Questions  Posed  by  Chairman  Baker 


Q.l.   GSEs,  such  as  the  FHLBs,  have  issued  derivative/ 

structured  debt,  such  as  inverse  floaters,  which  have 
been  bought  by  institutions  that  you  regulate.   Do 
these  institutions  investing  in  the  debt  understand 
the  market  risk  associated  with  the  instruments?   How 
are  you  monitoring  the  exposure  to  insured  depository 
institutions  of  the  debt  issued  by  the  GSEs? 

A.l.   To  help  ensure  that  banks  investing  in  the  debt  of  GSEs 
understand  the  market  risk  associated  with  these  instruments, 
the  FDIC  has  issued  periodic  guidance  to  banks  on  the  risks 
associated  with  various  mortgage  derivative  products  and 
structured  notes,  as  well  as  guidance  on  interest  rate  risk 
management.   FDIC  examiners  routinely  evaluate  risk  management 
practices  and  look  for  internal  control  and  policy  exceptions 
at  individual  institutions. 

As  of  March  31,  1995,  there  were  4,162  commercial  and  savings 
banks  with  structured  notes  in  their  portfolios  and  4,419  with 
either  structured  notes  or  mortgage  derivatives,  the  majority 
of  which  were  not  subject  to  criticism  of  management  practices 
by  their  regulators.  This  provides  an  indication  that  manage- 
ment at  most  of  these  institutions  has  an  acceptable  degree  of 
understanding  of  the  market  risk  associated  with  these  securi- 
ties . 

The  monitoring  of  insured  institutions'  involvement  in  these 
instruments  is  conducted  through  a  combination  of  off-site 
analyses  and  supervisory  efforts  by  the  FDIC  and/or  the  primary 
regulator.   The  FDIC's  quarterly  monitoring  effort  of  insured 
institutions  includes  detailed  Washington  Office  analyses  of 
the  financial  condition  and  trends  of  the  35  largest  insured 
financial  institutions,  while  FDIC  regional  offices  engage 
in  similar  reviews  of  all  other  institutions  with  more  than 
$1  billion  in  total  assets.   Among  numerous  resources  used 
in  such  analyses  are  Call  Reports,  which  include  various  data 
on  high-risk  mortgage  securities  issued,  guaranteed  by  or 
collateralized  by  securities  of  certain  GSEs,  as  well  as  data 
on  structured  note  investments .   FDIC  quarterly  monitoring 
activities  also  include  the  identification  of  banks  that 
report  high  risk  mortgage  securities  or  structured  notes  where 
the  amortized  cost  exceeds  25  percent  of  total  equity  capital. 
Banks  so  identified  may  then  be  subjected  to  a  more  detailed 
investigation  of  these  activities  conducted  at  the  FDIC 
regional  level . 
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Q.2.   Does  the  existence  of  the  FHLB  System  increase  the 
amount  o£  total  dollars  available  for  housing? 

A. 2.   FHLB  activities  that  provide  subsidies  to  housing  lenders 
should  increase  the  amount  of  total  dollars  available  for 
housing  by  increasing  the  amount  of  credit  available  for  this 
purpose.   Indirect  credit  support  through  advance  activities 
and  support  through  the  Affordable  Housing  Program  initiatives 
are  the  major  channels  through  which  the  FHLB  System  helps  to 
expand  funds  available  for  housing. 

Q.3.   What  if  the  available  collateral  to  support  advances 

from  the  FHLB  system  included  other  types  of  government - 
related  collateral,  e.g.,  FHA,  SEA,  and  Sallie  Mae? 

A. 3.   The  primary  mission  of  the  FHLBs  is  to  help  create 
liquidity  and  expand  credit  in  the  residential  housing  market. 
Lending  on  collateral  that  is  not  housing  related  is  not  in 
keeping  with  the  FHLB  System's  primary  mission.   A  decision 
regarding  other  objectives  for  the  FHLBs'  credit  expansion 
or  liquidity  functions  would  be  a  Congressional  prerogative. 

Q.4.   Do  smaller,  i.e.,  less  than  $250  million  in  assets, 

insured  depository  institutions  generally  need  access 
to  intermediate  auid  longer-term  liabilities  which  can 
be  provided  by  the  FHLB  System? 

A. 4.   Since  the  second  quarter  of  1992,  the  amount  of  1-4 
family  residential  mortgages  held  by  FDIC- insured  commercial 
banks  has  increased  markedly,  from  $372  billion  to  $607 
billion,  as  of  June  30,  1995.   While  relatively  large  and 
sophisticated  institutions  with  known  credit  ratings  may  have 
access  to  national  credit  markets  --  and  the  financial  acumen 
to  utilize  the  appropriate  instruments  to  mitigate  the  interest 
rate  risk  inherent  in  funding  residential  mortgages  with 
deposits  --  smaller  institutions  may  not  have  such  access  and 
expertise.   Access  through  the  FHLB  advance  programs  to  longer- 
term  financing  and  swap  programs  provide  these  institutions 
with  an  opportunity  to  mitigate  much  of  the  interest  rate 
risk  of  mortgage  financing,  if  the  instruments  are  employed 
appropriately. 

Q.5.   It  has  been  said  that  FHLB  System  advances  allow  smaller, 
well-capitalized  beuiks  to  leverage  up  their  balance 
sheets.   Do  you  see  instances  of  this  happening  and  how 
are  you  monitoring  the  situation? 

A. 5.   Access  to  wholesale  secured  liabilities  always  affords 
institutions  an  opportunity  to  increase  their  leverage.   The 
same  is  true  of  the  brokered  funds  market .   We  should  note 
that  institutions  that  pursue  funding  strategies  resulting  in 
a  reduced  level  of  safety  and  soundness  are  subject  to  costs, 
both  from  the  private  sector  and  from  the  primary  supervisory 
agencies  and  the  FDIC  as  insurer. 


206 


Instances  of  institutions  using  FHLB  advances  (usually  in 
combination  with  other  forms  of  short-term  borrowing)  specifi- 
cally to  rapidly  expand  their  securities  portfolios  have  been 
identified,  but  are  not  considered  widespread.   These  activi- 
ties, often  taken  under  the  guidance  of  investment  advisors, 
are  carefully  scrutinized  on  an  ongoing,  case-by-case  basis 
as  part  of  the  supervisory  process.   Supervisory  personnel 
are  directed  to  stress  the  potential  risks  of  such  activities 
to  the  management  and  board  of  directors  of  financial  insti- 
tutions, and  to  fully  assess  the  knowledge,  understanding 
and  capabilities  of  individual  institution  management  in  this 
regard.   Institutions  lacking  appropriate  levels  of  management 
expertise,  internal  controls,  or  capital  would  be  discouraged 
or  prohibited  from  expanding  or  continuing  such  activity. 

Q.6.   Many  insured  depository  institutions  have  joined  a 

Federal  Home  Loan  Bank  to  gain  access  to  the  liquidity 
provided  by  the  System.   Do  you  see  this  reliance  on 
the  system  for  liquidity  as  a  positive  development  for 
smaller  insured  depository  institutions? 

A. 6.   The  FDIC  believes  that  access  to  liquidity  through  the 
FHLB  System  is  beneficial  to  well -managed,  adequately-capital- 
ized small  banks.   In  addition  to  the  interest  rate  risk 
reduction  of  FHLB  term  advances,  the  ability  of  a  depository 
institution  to  obtain  advances  to  offset  deposit  outflows  or 
to  temporarily  fund  mortgage  portfolios  during  an  increase  in 
demand  for  mortgages  reduces  the  institution's  overall  cost 
of  operation  and  allows  the  institution  to  better  serve  the 
housing  market.   Access  to  liquidity  that  may  be  provided 
irrespective  of  the  institution's  general  financial  health, 
however,  does  create  a  potential  for  moral  hazard  and  must 
be  monitored  closely  by  the  regulatory  agency  supervising 
the  institution. 

FHLB  System  advances  are  not  always  beneficial  to  the  FDIC 
in  its  role  as  either  insurer,  supervisor,  or  liquidator  of 
insured  depository  institutions.   Following  are  some  potential 
negative  effects  of  the  use  of  FHLB  advances: 

(1)  Their  status  as  secured  liabilities  means  they  are 
senior  in  preference  to  insured  deposits  in  failed  insti- 
tutions . 

(2)  As  non-deposit  funding,  these  advances  can  enable 
significant  growth  outside  brokered  deposit  constraints. 

(3)  Unlike  the  Federal  Reserve  Banks,  the  FHLBs  can  lend 
for  various  functions.   For  instance,  liquidity  advances 
may  be  provided  to  offset  uninsured  deposit  outflow 

(outflow  that  was  caused  by  the  market's  expectation  of 
failure  of  the  institution) .   The  use  of  FHLB  advances 
may  affect  the  choice  of  resolution  strategy  through  the 
least-cost  test  during  resolution  and  also  can  prolong 
the  life  of  a  bank  that  otherwise  might  fail  earlier. 
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(4)  FHLB  advances  also  can  have  a  negative  effect  on 
liquidity  in  that  such  advances  tie  up  collateral  which 
then  will  not  be  available  to  secure  other  lines  of 
credit,  particularly  liquidity  lending  by  the  Federal 
Reserve,  acting  as  the  lender  of  last  resort  (if  signif- 
icantly greater  over-collateralization  is  required  to 
secure  the  FHLB  advance  than  is  required  to  secure  the 
Federal  Reserve  discount  window  advance) .   If  a  bank  must 
go  to  the  Federal  Reserve  discount  window  quickly,  it  may 
not  have  enough  eligible  collateral  to  borrow  against  if 
a  significant  portion  is  already  pledged  against  FHLB 
advances . 

(5)  Prepayment  fees  that  are  designed  to  insulate  the 
FHLBs  from  interest  rate  sensitivity  in  fact  insulate  the 
FHLB  from  both  interest  rate  risk  and  the  loss  of  revenue 
from  the  advance  that  is  prepaid,  raising  the  cost  of 
resolving  a  failed  institution  holding  advances. 

(6)  Substitution  into  nondeposit  liabilities,  including 
FHLB  advances,  reduces  the  amount  of  revenue  available  to 
recapitalize  the  SAIF  and  meet  FICO  bond  interest  pay- 
ments . 


#«# 


208 


Testimony 

of  Thurman  C.  Connell 

President  of  the  Federal  Home  Loan  Bank  of  Des  Moines 

Submitted  to  the 

Subcommittee  on  Capital  IMarlcets,  Securities,  and 

Government  Sponsored  Enterprises 

of  the 

Committee  on  Banking  and  Rnandal  Services 

U.S.  House  of  Representatives 

September  27, 1995 


209 


Tttstimony 

of  Thunnan  C.  Conn«ll 

President  of  the  Federal  Home  Loan  Bank  of  Des  Moines 

Submitted  to  the 

Subcommittee  on  Capitai  Marlcets,  Securities,  and 

Government  Sponsored  Enterprises 


INTRODUCTION 

The  FederaJ  Home  Loan  Banit  of  Des  Moines  welcomes  this  opportunity  to 
submit  testimony  regarding  H.R.  1487.  The  Federal  Home  Loan  Bank  System 
Modemization  Act  of  1995".  Owning  your  own  home  and  having  a  decent 
affordable  place  to  live  are  deeply  entrenched  goals  and  values  in  the  American 
Midwest.  Whatever  legislative  changes  are  necessary  to  preserve  and  foster 
these  goals  and  support  housing  finance  are  of  the  highest  priority  to  the  Des 
Moines  Banl(  and  its  Board  of  Directors. 

We  would  like  to  commend  Chairman  Richard  Baker  for  his  continued  support  of 
the  Federal  Home  Loan  Bank  System.  The  mission  of  the  Bank  System  to 
promote  a  national  home  ownership  policy  is  enhanced  and  encouraged  by 
Chairman  Baker's  proposals  for  change  and  modemization. 

Sometimes,  In  order  to  see  Into  the  future,  we  must  look  back.  Are  the  lessons 
learned  and  the  experiences  of  the  late  eighties  still  valid  precepts  for  our 
operations  today?  We  need  to  review  the  phenomenal  growth  we  have 
experienced  since  FIRREA  in  1989,  revisit  the  various  govemment  and  system 
studies  and  revise  our  thinking  to  be  ready  to  do  business  in  the  year  2000. 

BANK  PERFORMANCE 

In  1994,  the  Des  Moines  Bank  had  its  best  year  ever.  It  was  number  one  in  the 
System  in  Return  on  Assets  (ROA)  and  number  two  in  the  system  in  Return  on 
Equity  (ROE).  It  led  the  system  in  membership  growth  in  1994  and  continues  to 
do  so  in  1995  with  a  10%  increase  in  the  first  six  months.  Due  to  its  aggressive 
recruitment  program,  the  Des  Moines  Bank  now  has  the  second  largest 
membership  in  the  Bank  System.  Its  membership  has  grown  from  419  members 
in  1993  to  698  members  so  far  this  year.  This  membership  growth  has 
increased  accessibility  to  financing  for  home  ownership.  More  memlsers  means 
meeting  the  needs  of  more  communities  in  our  area    Members  have  taken 
advantage  of  the  resources  available  from  the  Bank  in  record  numbers  resulting 
in  advances  increasing  from  a  total  of  $4.7  billion  in  June  of  1993  to  $10.4  billion 
in  June,  1995.  This  activity  also  increased  Bank  capital  to  over  $1.1  billion  and 
provided  a  capital  to  asset  ratio  of  5.2%. 
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The  Des  Moines  Bank  is  one  of  only  four  Banks  in  the  system  which  provides 
item  processing  for  its  members,  which  tend  to  be  small  community  banks  and 
thrifts.  Even  with  the  overhead  of  this  correspondent  banking  service,  net 
operating  expenses  for  the  Bank  represent  only  .05%  of  its  total  assets.  Net 
income  for  the  Bank  was  $47.2  million  for  the  first  six  months  of  1995,  which 
both  provided  for  the  REFCORP  payment  of  $12  million  and  a  cash  dividend  of 
7%  for  stockholders.  In  aggregate,  these  figures  show  that  the  Des  Moines  Bank 
is  successfully  fulfilling  its  mission  to  supply  home  mortgage  credit  in  the 
Midwest. 

The  Midwest  is  almost  synonymous  with  rural  living  and  small  towns.  As  of  June 
30, 1995,  the  Des  Moines  Bank  membership  consisted  of  121  thrifts,  563 
commercial  banks,  9  insurance  companies,  and  5  aedit  unions.  Of  the  total  698 
members,  599  are  less  than  $150  million  in  size  ($57  million  average).  While  at 
this  point  all  thrifts  are  members,  the  number  of  eligible  non-member  commercial 
banks  approximates  875.  Perhaps  more  interesting  is  the  fact  that  813  of  those 
875  are  less  than  $150  million  in  assets  with  a  mean  average  of  $40  million. 
These  statistics,  when  viewed  in  conjunction  with  maps  of  the  five  states  in  the 
Eighth  District,  quickly  confirm  that  despite  the  presence  of  major  metropolitan 
areas  like  St.  Louis,  Minneapolis/St.  Paul,  Kansas  City,  and  Des  Moines,  the 
District  is  comprised  of  hundreds  of  small  towns,  many  with  local  financial 
institutions  as  the  only  means  of  accessing  home  mortgage  credit 

Many  rural  communities  are  capital  deficient  in  that  deposit  funding  is  generally 
insufficient  to  support  long-term,  fixed-rate  lending.  This  situation  is  not  often 
alleviated  ty  the  secondary  market  because  the  lack  of  city  services  such  as 
water,  sewer,  and  paved  roads,  as  well  as  the  agricultural  economic  base  make 
these  loans  unattractive  to  out-of-area  investors.  The  major  attraction  of  Bank 
membership  for  those  rural  financial  institutions  is  the  extended-term  and 
readily-available  funding  to  support  their  home  lending  activities. 

REFCORP  HISTORY 

In  viewing  the  REFCORP  allocation  formula  since  1991,  the  Des  Moines  Bank's 
percentage  of  the  allocation  has  increased  by  105%.  This  is  the  largest 
Increase  of  any  of  the  twelve  Banks  in  the  System.  It  is  the  result  of  many 
fectors,  including  substantial  growth  in  income  and  SAIF  advances;  but 
nonetheless,  has  effected  the  overall  profitability  for  our  shareholders  by 
reducing  income  available  to  them.  We  have  aggressively  recruited  new 
members  and  did  so  with  the  idea  that  their  membership  would  bring  them  the 
availability  of  cost-effective  funding  for  mortgage  lending  in  their  communities. 
This  new  relationship  incurred  a  responsibility  to  provide  market  level  dividends 
for  our  stockholders. 


211 


REGULATORY  AUTHORITY  OF  THE  HOUSING  RNANCE  BOARD 

The  Des  Moines  Bank  wholeheartedly  supports  designating  all  regulatory 
authority  to  the  Federal  Housing  Finance  Board.  Concurrently,  we  support  the 
return  of  corporate  governance  powers  to  local  boards  of  directors  and  we 
commend  Mr.  Baker's  approach  on  these  issues.  With  regard  to  System 
governance,  our  Board  favored  the  original  version  espoused  by  Mr.  Baker, 
which  allowed  for  three  Housing  Finance  Board  members  with  one  being  a  full- 
time  chair.  Additionally,  along  this  same  line,  the  current  version  of  H.R.  1486 
allows  each  board  of  directors  to  elect  its  chair  and  vice  chair.  While  this  is  an 
acceptable  approach,  and  certainly  sustains  the  desire  for  local  autonomy,  the 
Des  Moines  Bank's  Board  of  Directors  would  like  to  suggest  that  either  the  chair 
or  the  vice  chair  be  an  appointed  member  representative.  We  feel  that  this 
approach  would  provide  a  more  delicate  balance  in  recognizing  the  value  of  the 
public  purpose  served  by  appointed  directors. 

VOLUNTARY  MEMBERSHIP 

Voluntary  membership  for  all  regulated  financial  institutions  and  the  elimination 
of  mandatory  membership  for  all  thrifts  is  one  of  the  most  significant  positive 
aspects  of  the  legislation.  It  is  consistent  with  the  self-governance  the  System 
would  achieve  through  this  bill  and  we  thank  Chairman  Baker  for  his  support  In 
eliminating  this  barrier.  Furthermore,  the  establishment  of  the  Office  of  Finance 
Corporation  as  a  subsidiary  corporation  of  the  Banks  is  again  a  logical  step 
toward  making  the  Bank  System  responsible  for  its  day  to  day  management,  and 
we  encourage  the  Committee  to  retain  this  approach  for  dealing  with  the  manner 
in  which  the  system  issues  its  debt. 

REDEMPTION  OF  EXCESS  STOCK 

The  redemption  of  excess  stock  is  another  component  of  the  legislation  that 
could  be  a  positive  step  toward  allowing  the  Banks  to  employ  sound  financial 
management  policies  in  a  presently  difficult  aspect  of  the  relationship  with  its 
members.  The  Committee  Print  permits  the  Banks  to  redeem  excess  stock  of 
their  members  and  redeem  stock  upon  voluntary  and  involuntary  membership 
terminations  applying  an  installment  method.  However,  there  appears  to  be  a 
limit  to  a  Bank's  ability  to  redeem,  repurchase,  or  retire  shares  of  its  stock  in 
other  contexts  unless  the  Finance  Board  determines  that  the  redemption  is  made 
in  connection  with  the  issuance  of  additional  shares  of  stock  in  an  equivalent 
amount  and  that  the  transaction  will  reduce  the  Bank's  financial  obligations  or 
improve  its  financial  condition.  We  respectfully  suggest  that  greater  flexibility  be 
permitted  to  allow  the  Banks  the  opportunity  to  manage  their  capital  position  as 
long  as  regulatory  requirements  are  met 
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APPROVAL  OF  AFFORDABLE  HOUSING  GRAhTTS 

The  Community  Investment  Programs  are  the  core  of  the  public  policy  mission  of 
the  Banks.  In  each  Bank  District  there  are  memorable  examples  of  Affordable 
Housing  Projects  that  clearly  accomplish  the  mission  "to  support  residential 
mortgage  lending  including  mortgages  on  housing  for  low-  and  moderate-income 
families'. 

Since  1990  the  Des  Moines  Bank  has  awarded  over  $17  million  in  Affordable 
Housing  Program  grants  for  a  total  Investment  of  over  $435  million  In 
development  of  9,546  owner-occupied  and  affordable  rental  housing  units. 
Such  funds  are  the  consummate  source  for  our  portfolio  lenders  who  would  not 
be  able  to  obtain  funds  in  the  secondary  mortgage  market  for  these 
nonconforming  loans. 

For  example,  AmerUs  Bank  in  Des  Moines  received  a  grant  of  $500,000  which 
was  used  to  help  low-  and  moderate-income  families  buy  down  interest  rates, 
cover  dosing  costs,  supplement  down  payments  and  even  make  home  repairs 
that  were  needed  before  the  loan  could  be  made.  Another  grant  of  $478,000 
was  awarded  to  Norwest  Iowa  and  was  used  to  replace  the  aging  furnaces  in  the 
apartments  at  the  Homes  of  Oakridge  public  housing  complex  in  Des  Moines. 
AJid  finally,  a  $300,000  grant  to  First  Bank  fsb  of  Minneapolis,  Minnesota 
assisted  revitallzation  efforts  at  Little  Earth,  the  largest  urban  Native  American 
housing  Complex  In  the  United  States. 

The  authority  to  approve  Affordable  Housing  grant  applications  would  bring  the 
process  closer  to  the  people  who  will  benefit  from  the  program  and  closer  to  the 
members  who  best  know  their  own  communities  needs.  We  endorse  the 
recommendation  for  permitting  the  Banks  to  be  fully  responsible  for  such 
approval  decisions. 

POWER  OF  THE  HNANCE  BOARD  TO  MERGE  DISTRICT  BANKS 

While  the  Bank  recognizes  the  need  for  the  Housing  Board  to  have  the  authority 
to  merge  District  Banks  for  solvency  or  safety  and  soundness  reasons,  the  Bank 
believes  that  granting  authority  to  a  government  agency  to  merge  the  Banks  for 
other  than  safety  and  soundness  reasons  is  too  broad  and  impinges  on 
stockholder  rights.  The  Banks  are  privately  capitalized  by  their  members,  and 
since  neither  the  Banks  nor  the  Housing  Board  use  any  appropriated  funds,  we 
strongly  recommend  that  the  decisions  to  merge  the  Banks  be  left  to  the  owners 
of  the  Banks.  The  System's  private  stockholders  should  have  control  over  their 
capital  and  the  management  of  the  Banks. 

Additionally,  to  ensure  that  the  ownership  interests  of  Bank  stockholders'  are 
recognized,  a  clarification  explicitly  stating  that  Bank  stock  and  retained 


213 


earnings  are  private  property  would  make  it  dear  that  stockholders  have  an 
ownership  interest  at  all  times.  The  provision  in  the  bill  stating  that  stockholders 
have  an  ownership  interest  in  their  stock  at  the  time  of  merger  may  not  protect 
the  Bank's  private  stockholders  and  their  substantial  private  capital  invested  in 
the  System. 

As  of  June  30,  1995,  Bank  System  capital  was  $14.2  billion.  To  continue  to 
encourage  institutions  to  become  and  remain  members  of  the  Bank  System  it  is 
very  important  that  Congress  recognize  the  ownership  interest  of  members.  By 
recognizing  the  rights  of  the  stockholders  and  protecting  those  rights  Congress 
can  ensure  the  continued  attractiveness  of  the  Bank  System.  The  Bank 
recommends  that  the  provision  contained  in  the  initial  draft  of  the  Baker  bill 
affirming  the  property  rights  of  Bank  stockholders  be  included  in  the  final  bill. 

30%  UMUATION  ON  ADVANCES  TO  NON-QUAURED  THRIFT  LENDERS 

The  Des  Moines  Bank  believes  that  the  30%  cap  on  advances  to  non-QTL 
members  should  be  removed.  As  of  June  30,  1 995,  563  of  the  Des  Moines 
Bank's  698  members  were  commercial  banks.  Bank  advances  outstanding  to 
commercial  bank  members  as  of  that  date  were  over  $4.4  billion  or  38%  of  Bank 
advances. 

Between  January  and  June,  1995,  Bank  System  advances  to  non-QTL  members 
increased  $3.4  billion  or  22%.  With  the  acquisition  of  thrifts  by  commercial 
banks  and  the  increasing  consolidation  in  the  industry,  it  is  expected  that 
advances  outstanding  to  QTL  members  will  continue  to  decrease  while 
advances  to  non-QTL  members  continue  to  increase.  It  is  incongruous  that  the 
Bank  System  may  soon  reach  the  cap  on  its  ability  to  lend  to  commercial  banks 
at  a  time  when  commercial  banks  are  leaders  in  mortgage  lending. 

For  example,  Norwest  Mortgage,  Inc.,  an  affiliate  of  several  Non^rest  commercial 
bank  members  of  the  Des  Moines  Bank,  is  ranked  first  in  retail  mortgage 
originations  in  1995.  Five  of  the  top  ten  retail  mortgage  originators  are  affiliates 
of  commercial  banks.  With  the  megamerger  of  Chase  and  Chemical,  the  'New 
Chase'  will  be  the  top  mortgage  originator  in  the  nation.  In  Polk  County  Iowa, 
where  the  Des  Moines  Bank  is  located,  in  July,  1995,  commercial  banks  were 
the  largest  source  of  mortgage  aedit,  making  over  $56  million  in  mortgages. 
Mortgage  banks  trailed  well  behind  at  $39.2  million  and  thrifts  made  $16.2 
million  in  mortgage  loans. 

Today,  and  in  the  future,  commercial  banks  are  and  will  continue  to  be  mortgage 
lending  leaders.  As  banks  grow  and  merge  it  becomes  increasingly  difficult  for 
them  to  meet  the  QTL  percentage  of  assets  test  even  when  their  mortgage 
lending  is  extensive  in  absolute  dollar  terms.  If  the  Banks  are  to  effectively  fund 
housing  across  the  nation,  they  need  to  be  free  to  lend  to  commercial  banks 
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without  the  constraint  of  the  30%  cap.    We  respectfully  ask  the  Committee  to 
carefully  assess  the  wisdom  of  continuing  this  limitation  in  the  future. 

THE  IMPACT  OF  A  NARROWED  10%  MORTGAGE  ASSET  TEST 

The  Des  Moines  Bank  estimates  that  if  the  current  mortgage  asset  10%  test  is 
narrowed  to  include  only  whole  loans,  the  Bank  could  lose  over  22%  of  its 
members,  representing  institutions  with  assets  totaling  over  $131  billion.  The 
Bank  currently  has  advances  outstanding  to  these  members  totaling  over  $1 
billion,  nearly  10%  of  its  advances.  With  the  change  in  the  10%  calculation, 
many  of  the  members  that  the  Bank  would  lose  are  small  community  banks  that 
do  not  have  access  to  a  variety  of  funding  sources.  Without  Bank  funding,  these 
members  will  be  unable  to  fund  many  housing  assets,  so  narrowing  the  10%  test 
may  actually  reduce  Bank  members'  investment  in  housing. 

Additionally,  the  narrowed  test  fails  to  recognize  regional  economic  differences 
and  community  mortgage  aedit  needs.  In  the  Des  Moines  district,  many 
members  may  face  an  increased  demand  for  home  equity  loans  to  rehabilitate 
existing  housing  stock  or  combination  residential  and  ifarm  loans.  While  these 
loans  clearly  supFK>rt  housing  they  would  not  be  included  in  the  narrowed  10% 
calculation. 

The  Bank  believes  that  mortgage-backed  securities  are  significant  housing 
assets  and  that  the  Banks  should  be  able  to  fund  member  holdings  of  these 
assets.  Indeed,  many  financial  institutions  choose  to  hold  their  originated 
mortgage  assets  in  the  form  of  mortgage-backed  securities  rather  than  whole 
loans  due  to  the  favorable  regulatory  capital  treatment  of  MBS  over  whole  loans. 
The  regulatory  capital  treatment  reflects  the  increased  safety  and  liquidity  of 
MBS  over  whole  mortgage  loans.  For  example,  the  risk-weight  for  1-4  family 
whole  loans  is  50%  while  the  risk-weight  for  MBS  is  20%.  Thus,  financial 
institutions  are  required  to  hold  more  than  twice  the  amount  of  capital  to  back 
whole  loans  than  they  are  required  to  hold  to  back  MBS.  The  residential 
mortgage  asset  test  should  recognize  the  regulatory  constraints  and  business 
environment  within  which  Bank  members  operate  and  allow  members  to  fund 
their  housing  assets  within  this  framework. 

In  our  opinion,  the  reasons  expressed  herein  are  sufficiently  valid  for  retaining 
the  test  as  currently  structured.  We  hope  you  will  agree  and  we  ask  that 
appropriate  adjustments  be  made  to  retain  the  original  language  and  criteria 


ENFORCEMENT  POWERS  OF  THE  HOUSING  BOARD 

As  we  have  previously  stated,  we  strongly  endorse  and  support  the  Federal 
Housing  Finance  Board  as  the  System's  safety  and  soundness  regulator.  The 
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Finance  Board  has  done  a  good  job  in  the  perfomnance  of  Its  duty  to  protect  the 
taxpayer's  interests.  The  Bank  believes  that,  as  a  housing  government 
sponsored  enterprise  like  FNMA  and  FHLMC.  it  should  be  subject  to  a  similar 
enforcement  framework.  The  activities  and  risks  faced  by  the  Banks  more 
closely  resemble  FNMA  and  FHLMC  than  they  resemble  the  risk  profiles  of 
insured  depository  institutions.  Thus,  we  would  encourage  the  Committee  to 
consider  its  approach  to  isuch  necessary  regulatory  controls  more  along  the 
same  lines  as  required  of  the  other  GSE's. 

THE  AHP  $100  MILUON  FLOOR  SHOULD  NOT  BE  EUMINATED 

The  Bank  appreciates  Chairman  Baker's  effort  to  consider  the  financial  impact  of 
the  Affordable  Housing  Program  on  the  Banks.  However,  while  this  impact  has 
been  substantial,  the  Bank  believes  that  the  current  $100  million  AHP  subsidy 
floor  should  be  retained  for  a  number  of  reasons.  The  AHP  has  been  widely 
successful  in  filling  critical  funding  gaps  and  building  relationships  between 
community  groups  and  financial  institutions.  The  Bank  desires  to  maintain  and 
strengthen  these  relationships,  particularly  as  community  groups  face  ever 
shrinking  government  dollars  for  affordable  housing.  Additionally,  the  Bank's 
AHP,  as  private  capital,  has  functioned  well  as  a  partner  with  other  funding 
sources.  The  Bank  believes  that  continued  success  of  the  AHP  depends  on  the 
maintenance  of  the  goodwill  and  sound  relationships  built  by  the  program  and 
that  an  elimination  of  the  fioor  might  possibly  undermine  this  position.  While  we 
recognize  the  potential  financial  relief  offered  by  the  proposed  change  in  AHP 
mandated  floors,  we  are  also  confident  in  our  earnings  capability  and  we  are  just 
not  sure  the  change  is  worth  the  possible  harm  to  the  hard  eamed  relationships 
with  our  community  groups. 

BANK  AUTHORITY  TO  REMOVE  MEMBERS 

The  Bank  Is  concerned  about  provisions  of  the  proposed  legislation  that  permit 
the  Bank  to  remove  a  member  for  a  violation  of  the  Bank  Act,  Housing  Board 
regulations,  or  'other  laws.'  The  Bank  believes  that  this  provision  puts  the  Bank 
In  the  unfavorable  position  of  acting  as  a  regulator  over  its  stockholders.  To 
function  effectively  as  a  wholesale  provider  of  funds  and  as  a  partner  bank  for 
services,  the  Bank  needs  to  be  free  of  regulatory  responsibilities.  The  Bank 
recommends  that  the  authority  to  remove  members  should  be  granted  only  to  the 
Housing  Board  Instead  of  the  Banks. 

Additionally,  a  provision  in  the  bill  would  change  the  existing  terms  of  the  Bank 
Act  and  practice  with  regard  to  member  institutions  placed  in  receivership. 
Currently,  once  an  Institution  Is  placed  In  receivership  and  loses  Its  charter,  the 
Banks  treat  the  Institution  as  having  terminated  Its  membership,  since,  without  a 
charter,  the  institution  is  Ineligible  to  be  a  member.  The  current  statutory 
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language  and  practice  have  worked  well  and  we  urge  the  Committee  to  retain 
these  provisions. 

CONCLUSION 

In  conclusion,  the  Des  Moines  Bank  would  like  to  restate  its  support  for  H.R. 
1487.  We  have  reviewed  the  extraordinary  growth  of  the  System  since  1989 
and  found  it  to  be  a  vehicle  which  drives  home  mortgage  lending  to  almost  every 
community  in  America.  We  have  revisited  the  numerous  reports  and  studies 
previously  requested  by  Congress  and  again  concluded  that  the  Bank  System 
functions  successfully  and  accomplishes  its  mission  of  facilitating  housing 
funding.  And  as  you  can  discern  from  our  comments,  we  support  with  some 
minor  modifications  the  Federal  Home  Loan  Bank  System  Modernization  Act  of 
1995  as  the  revised  road  map  for  the  Bank  System  to  continue  to  meet  the 
challenges  of  national  home  ownership  into  the  next  century.  We  appreciate  the 
opportunity  to  submit  this  testimony  and  we  reiterate  our  gratitude  for  Chairman 
Baker's  interest  in  the  System.  We  recognize  his  dedication  to  meeting  the 
housing  needs  of  our  country  and  we  look  forward  to  working  with  him  in 
accomplishing  those  goals. 
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L 
Introduction 

As  President  and  Chief  Executive  Officer  of  the  Federal  Home  Loan  Bank  of  Indianapolis,  I  am 
pleased  to  submit  written  testimony  to  the  subcommittee  concerning  the  Federal  Home  Loan  Bank 
System.  I  want  to  thank  Chairman  Richard  R.  Baker  for  his  continuing  interest  and  commitment  to  the 
System.  His  support  is  extremely  important  to  American  home  buyers  and  the  financial  institutions  that 
are  members  of  the  FHLBank  System. 

There  have  been  many  studies  conducted  on  the  FHLBank  System  in  the  past  few  years.  All  of 
these  studies  reach  similar  conclusions:  the  System  is  sound  and  continues  to  play  a  vital  role  in  the 
American  home  finance  industry.  Now  that  the  studies  are  done  and  testimony  near  completion,  it  is 
time  to  move  on  legislation  to  modernize  the  FHLBank  System. 

The  Federal  Home  Loan  Bank  of  Indianapolis  continues  to  believe  that  the  initial  version  of 
H.R.  1487,  The  Federal  Home  Loan  Bank  System  Modernization  Act  of  1995,  introduced  by  Chairman 
Richard  R.  Baker  and  cosponsored  by  Congressman  Dick  Chrysler  of  Michigan  in  April  1995  (Baker  I), 
was  a  good  first  draft  in  providing  necessary  legislative  reforms.  In  our  view,  the  subcommittee  print 
version  of  July  1995  (Baker  11)  was  not  as  desirable.  It  went  too  far  with  respect  to  enforcement,  failed 
to  eliminate  the  existing  30%  cap  on  advances  to  members  who  do  not  meet  the  Qualified  Thrift  Lender 
test  (non-QTL  members),  and  did  not  provide  private  property  right  protections  for  shareholders' 
retained  earnings. 

A  good  starting  point  for  writing  the  final  legislation  would  be  the  Baker  I  document, 
incorporating  the  FHLBank  System's  recommendations  which  were  provided  to  the  subcommittee  by 
letter  of  June  21,  1995,  fi-om  Robert  Showfety,  in  his  capacity  as  chairman  of  the  FHLBank  Presidents' 
Legislative  Committee. 

n. 

Significant  bsues  AfTecting  the  FHLBank  System 

There  are  five  issues  under  discussion  that  I  would  like  to  address. 

I.  10%  Reaidential  Mortgage  AMrt  Teat.  Under  current  law,  the  10%  Residential  Mortgage 
Asset  test,  which  includes  mortgage-backed  securities  as  well  as  home  mortgages,  is  only  applied  to 
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determine  membership  eligibility.  In  a  voluntary  membership  environment,  the  implementation  of  a 
continuing  10%  requirement  serves  no  real  purpose  and  imposes  an  unnecessary  reporting  burden  on 
the  members.  The  member's  stock  investment,  collateral  requirements,  and  community  support  rules 
provide  ample  evidence  of  a  member's  commitment  to  housing  finance.  Membership  also  enables  an 
institution  with  a  small  involvement  in  housing  to  increase  its  housing  activities  through  the  use  of 
FHLBank  products.  We  support  the  view  that  the  minimum  10%  residential  mortgage  loans-to-assets 
test  be  eliminated  or,  at  the  least,  that  the  current  requirements  not  be  changed. 

The  provisions  of  Baker  11  on  this  issue  are  even  more  troubling.  They  not  only  provide  an 
ongoing  test,  but  also  require  a  member  to  hold  10%  of  its  assets  in  whole  residential  first  mortgage 
loans.  This  test  disenfi^nchises  many  of  our  smaller  member  institutions.  An  FHLBank  System  study 
shows  roughly  one-fourth  of  all  commercial  bank  members  would  fail  the  proposed  requirement.  Of 
these,  60  pa-cent  of  those  failing  the  test  are  small  community  banks — institutions  with  total  assets  of 
less  than  $100  million.  Institutions  that  support  housing  finance  by  investing  in  mortgage-backed 
securities  or  by  selling  exclusively  in  the  secondary  market  should  not  be  denied  access  to  FHLBank 
membership. 

2.  RFFrORP  Allocation.  We  generally  support  the  Baker  I  solution  to  the  difBcult  issue  of 
how  to  allocate  the  REFCORP  expense  among  the  12  FHLBanks.  Currently,  REFCORP  costs  paid  by 
FHLBanks  on  behalf  of  two  member  institutions  of  similar  size  in  diflFerent  districts  can  vary  greatly. 
While  an  Indianapolis  member  pays  $33,000  on  $1  million  in  FHLBank  stock  owned,  a  member  in 
another  part  of  the  country  pays  only  $14,500  with  the  same  amount  of  stock.  This  dififerential  depends 
solely  on  which  FHLBank  an  institution  belongs  to.  No  matter  how  this  disparity  is  addressed, 
REFCORP  costs  should  be  distributed  equally  among  all  members  of  the  FHLBank  System. 

It  is  our  belief  that,  given  the  current  makeup  of  System  membership,  capital  probably  represents 
the  best  proxy  for  an  FHLBank's  ability  to  pay  the  REFCORP  obligation.  Alternatively,  a  formula  that 
eliminates  the  flat  tax  aspects  of  the  REFCORP  obligation  may  be  acceptable.  Whatever  the  outcome, 
we  strongly  support  the  policymakers  efforts  in  resolving  this  extremely  difficult  issue. 
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3.  Homeownership  Initiative  and  Rental  Housing-Regulatorv  Monitoring  Relief.  The 

FHLBank  System's  Affordable  Housing  Program  (AHP)  has  been  tremendously  successful  in  creating 
or  rehabilitating  affordable  housing  through  partnerships  between  non-profit  housing  groups, 
neighborhood  associations,  for-profit  developers,  and  local  financial  institutions.  Through  1994,  the 
FHLBank  System  had  awarded  more  than  $3 1 3  million  in  grants  and  subsidies  to  provide  decent 
affordable  housing.  These  subsidies  represent  a  reduaion  of  FHLBank  members'  dividends  and  involve 
no  taxpayer  support.  Subsidies  averaged  approximately  S3, 800  per  unit  and  have  leveraged  almost  12 
times  this  amount  in  total  project  funds.  Of^en  low-income  tax  credits  or  other  private  or  public  grant 
monies  are  used  in  tandem  with  the  AHP.  These  additional  monies  help  to  ensure  afifordability  and  the 
long-term  retention  of  certain  units  for  low-income  rental,  first-time  home  buyers,  or  special  needs 
housing. 

Despite  the  success  of  the  AHP,  the  program  has  a  serious  flaw  that,  if  not  corrected,  could 
undermine  the  program's  viability.  The  AHP  administrative  monitoring  and  long-term  requirements  of 
retaining  housing  exclusively  for  low-income  families  have  created  a  paperwork  nightmare  and,  most 
important,  are  precluding  families  from  building  wealth.  Experience  tells  us  that  neighborhood 
revitalization  and  one's  ability  to  resell  one's  home  should  not  be  restricted  for  a  long  period  of  time. 
Currently  the  monitoring  and  record  retention  process  required  by  the  Federal  Housing  Finance  Board 
(FHFB)  AHP  regulations  averages  20  years  on  most  affordable  housing  projects,  and  up  to  SO  years  in 
some  cases.  The  costs  of  this  process  are  being  borne  by  the  FHLBanks,  the  participating  member 
institutions,  the  housing  sponsors,  and  ultimately  the  low-income  families  that  the  AHP  is  intended  to 
help.  Internal  FHLBank  System  studies  have  shown  monitoring  costs  ranging  fi'om  $400  to  $1000  per 
projea  per  year.  In  addition,  there  can  be  a  one  time  cost  of  up  to  $2000  to  "close"  a  completed 
project  and  establish  the  monitoring  status.  Some  members  are  telling  us  that  if  the  problems  of 
monitoring  are  not  addressed,  they  will  no  longer  participate  in  the  program.  This  would  be  very 
unfortunate. 

To  address  this  problem,  we  recommend  that  the  modernization  legislation  provide  that  the 
FHLBanks  no  longer  be  required  to  monitor  or  recapture  AHP  funding  after  a  low-income  family  owns 
its  home  for  five  years.  For  AHP  rental  properties,  FHLBanks  could  coordinate  with  and  rely  upon  the 
monitoring  requirements  of  federal,  state,  local,  or  private  programs.  This  coordination  of  monitoring 
and  reporting  with  the  primary  program  sponsor  will  reduce  costs  and  help  facilitate  public/private 
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initiatives  supporting  affordable  rental  housing  for  the  nation.  If  no  other  monitoring  programs  are  in 
place,  FHLBanks  would  monitor  rental  properties  for  seven  years.  A  copy  of  our  proposed  statutory 
language  may  be  found  in  my  written  testimony  to  the  subcommittee  dated  May  17,  1995. 

A  proposal  contained  in  the  FHLBanks'  June  21,  1995,  recommendation  to  the  subcommittee,  is 
similar  in  intent  to  the  Indianapolis  FHLBank's  proposal,  but  allows  the  local  FHLBank  board  of 
directors  to  determine  the  length  of  time  for  monitoring  and  reporting.  While  our  proposal  would 
ensure  consistent  monitoring  and  reporting  nationwide,  the  System's  approach  allows  maximum 
flexibility  to  adapt  to  regional  conditions  while  keeping  the  administrative  burden  to  a  reasonable  level. 
Either  approach  will  ease  the  administrative  burden  and  encourage  the  continued  use  of  the  AHP  by 
members  of  all  sizes. 

4.  Ownerthip  of  FHI.Biink  .System  Rftainfd  Farninw.  The  U.S.  government  has  twice, 
through  legislative  action,  confiscated  FHLBank  System  retained  earnings.  To  fund  FICO  and  help 
recapitalize  the  deposit  insurance  fund,  $670.4  million  of  System  earnings  were  taken. 
REFCORP  resulted  in  an  additional  taking  of  $2.72  billion.  In  total,  the  Indianapolis  FHLBank  had 
over  $138  million  of  retained  earnings  confiscated  by  legislative  action.  Baker  I  contained  language  that 
expressly  protected  FHLBank  retained  earnings  fi-om  future  government  confiscation  absent  safety  and 
soundness  concerns;  however,  this  language  was  deleted  in  Baker  n. 

Retained  earnings  provide  a  buffer  against  unexpected  losses.  Although  the  System  has  never 
incurred  a  credit  loss,  prudence  indicates  that  the  provision  of  a  small  buffer  against  such  losses  would 
be  wise.  In  addition,  retained  earnings  allow  the  FHLBanks  to  smooth  out  dividend  payments.  In  the 
event  that  an  FHLBank's  earnings  are  not  sufficient  to  pay  a  "market  rate"  dividend  to  its  members, 
retained  earnings  may  be  used  to  supplement  and  maintain  a  market  rate  dividend  during  all  economic 
cycles. 

Because  of  the  prior  confiscations,  FHLBanks  have  been  reluctant  to  accumulate  retained 
earnings.  In  an  all-voluntary  membership  environment,  statutory  protection  of  retained  earnings  is 
absolutely  necessary.  These  protections  will  encourage  FHLBanks  to  build  a  reserve,  thus  reassuring 
shareholders  as  to  the  FHLBanks'  capital  adequacy  and  to  the  safety  of  their  investment. 
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S.  Eliminatiftn  of  the  30%  Cap  on  Advances  to  Non-OTL  Members.  Fundamental  to 
FHLBank  modernization  are  voluntary  membership  and  the  equalization  of  borrowing  requirements  for 
all  shareholders.  Under  current  law,  advances  to  FHLBank  non-QTL  members  are  limited  to  30%  of 
the  FHLBank  System's  total  advances.  Recent  FHLBank  studies  project  that  this  cap  will  be  reached  in 
mid-to-late  1996  because  of  the  decline  in  the  number  of  QTL  members  and  the  increase  in  borrowing 
by  non-QTL  members.  Once  the  30%  limit  is  reached,  almost  one-third  of  System  members  will  be 
denied  access  to  the  advance  window,  which  effectively  negates  the  value  of  FHLBank  membership. 

The  Baker  n  subcommittee  print,  although  establishing  voluntary  membership  and  equalizing 
collateral  and  other  borrowing  requirements,  retains  the  30%  non-QTL  cap  on  advances.  This  is 
inconsistent  with  the  other  provisions  equalizing  member  qualifications  and  borrowing  requirements. 
The  cap  should  be  eliminated. 

m. 

Subcommittee  Questions 

In  an  effort  to  be  responsive  to  the  subcommittee,  questions  asked  by  Chairman  Baker  in  his 
testimony  invitation  letters  to  FHLBank  presidents  are  addressed  below. 

1.  If  the  FHLBank  System  did  not  exist  today,  could  it  be  created  in  the  present  market  and 
Congressional  environments?  If  vou  were  asked  to  design  a  FHLBank  System  from  scratch  today,  how 
would  your  recommended  System  differ  from  the  current  System? 

A:        The  consolidated  bonds  of  the  FHLBanks  are  rated  AAA  by  the  major  credit  rating 
agencies  and  we  play  a  significant  role  in  the  housing  and  community  development  finance  industry. 
Today,  it  would  take  a  bold,  visionary  approach,  but  the  creation  of  a  self-supporting,  profit-making 
institution  that  provides  liquidity  and  long-term  fimding  for  financial  institutions  involved  in  home 
mortgage  financing  and  economic  development  would  be  good  business  and  good  politics. 

The  ideal  system  would  be  very  similar  to  the  current  FHLBank  System,  but  it  would  have 

*  a  broader  mission  to  facilitate  evolving  housing  finance  markets  and  needed  community  and 
economic  development, 

*  voluntary  members  that  maintain  private  property  rights  to  all  invested  stock  and  permanent 
capital, 

5 


223 


Testinmy  of  Martin  L.  Heger 
PresidaBl  emd  CEO,  FHLBI 

♦  equal  borrowing  requirements  for  all  members, 

♦  a  r^onal  delivery  system  where  the  local  board  of  directors  has  governance  and  operational 
dedaon-making  powers, 

*  the  costs  of  any  and  all  public  policy  obligations  shared  equally  by  all  members,  and 

*  a  strong,  independent  safety  and  soundness  regulator  to  ensure  the  System's  public/private 
partnership  fulfills  its  mission. 

2    Should  the  mission  of  the  System  be  expanded  to  include  other  types  of  finance,  e.g.. 
agricultural-  rural,  and  industrial  development? 

A:         Under  current  statutes,  long-term  advances  are  to  be  used  for  home  mortgage  lending 
only.  Only  the  Community  Investment  Program  expressly  authorizes  advances  to  be  used  for 
non-residential  community  development.  Collateral  standards  should  not  be  significantly  changed,  but 
restrictions  on  the  use  of  advances  by  FHLBank  members  should  be  eliminated. 

3.  Would  your  Board  consider  having  all  System  investment  activity  centralized  in  the  Office  of 
Finance?  Would  this  benefit  the  System? 

A;        Consolidation  of  investment  activities  could  provide  a  minimal  amount  of  cost  savings; 
however,  the  flexibility  in  a  FHLBank's  investment  options  and  its  ability  to  manage  interest  rate  risk 
would  be  impaired.  Individual  FHLBank  portfolios  are  large  enough  that  there  would  be  little,  if  any, 
economy  of  scale  on  investment  discounts. 

Moreover,  allowing  each  privately-owned  FHLBank  to  manage  its  own  investments  diversifies 
risk.  Central  management  of  investments  reduces  overall  shareholder  control  and  could  adversely  affect 
the  safety  and  soundness  of  the  entire  System. 

4.  If  the  System  were  a  single  Bank  with  12  branch  offices  and  regional  advisory  boards,  how 
would  the  membership  and  membership  participation  be  affected? 

A:        With  the  regional  delivery  structure,  the  FHLBanks  are  closer  to  their  customers.  Also, 
each  FHLBank  enables  its  small-to-medium  size  institutions  to  compete  with  the  super-regional 
commercial  banks  and  other  large  players  in  the  financial  markets.  A  central  FHLBank  by  its  structure 
would  tend  to  focus  on  the  largest  and  most  active  borrowing  institutions.  Smaller  institutions  would 
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lose  their  access  to  the  top  decision  makers  at  the  national  level.  In  addition,  some  FHLBanks  provide 
their  member  financial  institutions  with  imaging  and  check  processing  services.  These  services  provide 
the  smaller  institutions  the  option  of  obtaining  backroom  services  from  someone  other  than  a 
correspondent  commercial  bank  which  is  otherwise  in  competition  with  them.  Check  processing 
services  are  generally  local  in  nature,  and  probably  would  not  be  offered  if  only  one  central  FHLBank 
existed. 

Today,  a  portion  of  the  income  now  derived  from  the  activities  of  the  members  in  Michigan  and 
Indiana  are  returned  to  the  Indianapolis  FHLBank  district  to  support  low-income  housing  through  the 
AHP.  With  a  central  FHLBank,  there  will  be  no  assurances  that  these  dollars  wovild  be  allocated  back 
to  local  areas. 

The  optimal  number  of  FHLBanks  should  not  be  determined  by  Congress  or  the  FHFB.  We 
support  the  Baker  I  approach  which,  absent  safety  and  soundness  concerns,  empowers  the  local  boards 
and  their  shareholders  to  determine  if  consolidation  of  FHLBank  charters  makes  good  business  sense. 

5.  It  has  been  said  that  the  FHLBank  System  enables  financial  institutions  focused  on  housing  to 
compete  with  Fannie  Mae  and  Freddie  Mac.  Is  this  a  valid  assertion  and  is  the  FHLBank  System 
properly  positioned  to  compete  with  the  other  housing  GSEs? 

A:        To  the  extent  that  the  FHLBanks  allow  institutions,  especially  smaller  ones,  to  portfolio 
home  mortgage  loans  and  to  have  access  to  the  capital  markets,  they  do  assist  members  to  compete  with 
Fannie  Mae  and  Freddie  Mac.  The  position  of  the  FHLBanks  relative  to  the  other  GSEs  is  not  as 
positive.  The  other  GSEs  are  authorized  to  have  broader  product  lines  and  their  investment  levels  are 
not  limited,  as  are  those  of  the  FHLBanks'.  The  additional  profit  realized  enables  them  to  enhance  their 
private  shareholders'  returns.  To  make  the  FHLBanks  and  their  members  more  competitive,  the 
FHLBanks  should  be  authorized  to  invest  in  and  securitize  members'  home  mortgages,  including 
affordable  housing  and  economic  development  loans.  Profits  would  then  be  returned  to  the  financial 
institution  membership  rather  than  third  parties,  as  is  the  case  with  Fannie  Mae  and  Freddie  Mac. 

The  differences  in  capital  requirements  also  put  portfolio  lenders  at  a  disadvantage.  For 
example,  a  portfolio  lender  must  hold  at  least  4%  capital  against  their  home  mortgages  while  Fannie 
Mae  and  Freddie  Mac  are  required  to  hold  only  2.5%  for  the  same  mortgages.  Furthermore,  if  the 
member  only  guarantees  the  credit  risk  of  the  mortgages,  they  are  required  to  hold  the  same  4%  while 
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Fannie  Mae  and  Freddie  Mac's  requirement  is  0.45%.  This  differential  in  capital  requirements  places 
our  members  and  the  FHLBanks  at  a  competitive  disadvantage.  Capital  requirements  for  holding  and 
guaranteeing  home  mortgages  should  be  equalized. 

Finally,  the  FHLBanks  draw  on  shareholders'  earnings  to  fund  the  AHP.  It  is  our  understanding 
that  the  other  GSEs  are  not  legally  required  to  use  shareholder  earnings  for  their  affordable  housing 
initiatives. 

6.  How  much  could  the  affordable  housing  and  community  investment  programs  be  expanded  in 
terms  of  dollars  and  still  retain  the  financial  integrity  of  the  programs? 

A:         A  legal  mandate  to  increase  the  annual  AHP  10%  net  income  contribution  or  Community 
Investment  Program  lending  (CIP-a  below-market-rate  lending  program)  is  not  advisable.  For  these 
programs  to  be  effective,  adequate  profit  incentives  must  exist  to  ensure  the  private  sector  can  serve  the 
public  need. 

The  greater  the  latitude  FHLBanks  have  in  expanding  safe  and  profitable  operations,  the  greater 
the  FHLBanks'  net  income  can  become.  Thus,  the  available  AHP  funds  will  increase  beyond  the 
minimum  amounts  established  by  statute.  Also,  as  stated  above,  the  reduction  of  burdensome 
administrative  monitoring  and  reporting  requirements  will  enable  more  funds  to  be  dedicated  to  building 
decent,  affordable  housing. 

If  the  level  of  CD*  lending  continues  to  grow,  it  may  decrease  the  use  of  regular  advances.  This 
would  reduce  income  and  thus  reduce  funds  available  for  AHP. 

7.  How  does  your  Bank  determine  the  amount  of  dividend  it  vyill  pay  to  member  shareholders? 
A:        The  FHLBank  board  of  directors,  with  FHFB  approval,  determines  the  rate  of  dividends 

paid  to  members.  The  rate  is  targeted  to  be  150  basis  points  over  the  Bank's  cost  of  funds.  The  rate 
paid  to  a  shareholder  should  be  at  a  "market  rate"  return  on  the  shareholders'  investment  in  the 
FHLBank.  The  stockholding  requirement  cannot  be  considered  a  disincentive  for  membership, 
especially  with  voluntary  membership. 
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8.  How  does  VOur  Bank  establish  rates  for  advances'?  Do  all  hnrrowers  for  the  same  term  on 
the  same  dav.  receive  the  same  cost  of  funds? 

A:        Rates  for  advances  are  determined  based  on  market  alternatives  available  to  our 
customers,  our  cost  of  funds  on  that  day,  and  our  access  to  special,  individual  transactions  in  the  market 
at  that  time.  Every  effort  is  made  to  ensure  all  customers,  large  and  small,  have  the  same  access  at  the 
same  rate  to  available  funds.  Some  special  transactions  are  put  together  for  specific  borrowers  and 
some  have  a  limit  on  the  amount  of  funds.  However,  all  members  have  access  to  the  same  deals  on  a 
first-come,  first-served  basis. 

rv. 

Summary 

It  is  of  paramount  importance  that  legislation  addressing  issues  critical  to  the  FHLBank  System 
be  promptly  implemented  to  enable  the  vital  national  housing  partnership  formed  between  the 
FHLBanks  and  their  members  to  continue  to  be  as  effective  and  productive  as  possible.  We  are  very 
appreciative  of  the  efforts  of  Chairman  Baker  and  will  wholeheartedly  work  to  support  passage  of  the 
legislation  with  the  prudent  and  reasonable  changes  addressed  above. 

Thank  you  for  giving  me  the  opportunity  to  submit  this  written  testimony  for  your  consideration. 
In  closing,  I  want  to  stress  the  importance  we  place  on  supporting  the  housing  finance  industry  within 
our  distria  and  throughout  the  country. 

Respectfully  submitted  by: 


Martin  L.  Heger 

President  and  CEO 

Federal  Home  Loan  Bank  of  Indianapolis 

8250  Woodfield  Crossing  Blvd. 

Indianapolis,  IN  46240 

(317)465-0200 
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Mr.  Chairman  and  members  of  the  subcommittee,  on  behalf  of  the  board  and  management 
of  the  Federal  Home  Loan  Bank  of  Boston,  I  would  like  to  express  our  appreciation  for 
the  opportunity  to  submit  a  statement  for  the  record  on  the  mission  and  structure  of  the 
Federal  Home  Loan  Bank  System. 

I  especially  want  to  commend  you,  Mr.  Chairman,  for  your  continuing  interest  in  the 
Home  Loan  Banks.  You  have  been  a  steady  champion  of  the  Bank  System,  and  we 
applaud  your  efforts  to  enhance  the  mission  and  structure  of  the  Banks. 

The  Home  Loan  Banks  provide  vital  financial  support  to  more  than  5,500  of  the  nation's 
banks  and  savings  institutions.  It  is  in  part  because  of  the  Banks'  support  that  depository 
institutions  can  meet  so  effectively  the  housing  and  economic  development  financing  needs 
of  their  communities. 

The  Banks  are  especially  proud  of  the  fact  that  they  accomplish  this  function  entirely  with 
private  sector  capital.  Not  one  penny  of  taxpayer  assistance  or  appropriated  funds  are 
used  by  the  Banks. 

The  capital  investment  of  the  Banks'  shareholders  is  managed  very  conservatively   Neither 
the  Banks'  shareholders  nor  the  American  taxpayer  are  exposed  to  any  material  risk  of 
loss.  Conservative  management  is  assured  through  the  careful  direction  provided  to  each 
Bank  by  its  board  of  directors,  as  well  as  by  the  regulatory  oversight  of  the  Federal 
Housing  Finance  Board. 

Additional  monitoring  of  the  Banks'  financial  condition  is  provided  by  the  national  rating 
agencies    Both  Moody's  and  Standard  and  Poors  have  rated  the  Banks  "AAA,"  citing  the 
Banks'  strong  financial  fundamentals,  business  position,  sound  management,  and 
government-sponsored  agency  status. 

As  one  of  the  12  regional  Banks,  the  Home  Loan  Bank  of  Boston  serves  421  financial 
institutions  in  Connecticut,  Maine,  Massachusetts,  New  Hampshire,  Rhode  Island,  and 
Vermont.  The  Bank's  mission,  as  adopted  by  the  board,  is: 

To  serve  the  housing  and  economic  development  needs  of  New  England  through 
economical  wholesale  mortgage  credit  and  technical  assistance  to  eligible  financial 
institutions,  while  providing  an  attractive  and  safe  investment  to  its  private 
shareholders. 

We  are  confident  that  the  Bank  is  successfially  fulfilling  its  mission.  The  ever-increasing 
number  of  loyal  shareholders  and  the  recognition  we  have  received  as  a  leader  and 
innovative  in  New  England's  housing  finance  and  economic  development  markets  are 
testimony  to  our  success  and  importance.  The  board  and  management  of  the  Bank  are 
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committed  to  taking  all  necessary  actions  to  preserve  and  to  enhance  the  Home  Loan 
Bank  of  Boston's  value  to  its  shareholders  and  New  England. 

Consensus  on  Modernization  Legislation 

Mr.  Chairman,  we  are  hopefijl  that  these  hearings  will  serve  as  a  springboard  for 
congressional  action  that  will  secure  a  strong  future  for  the  Home  Loan  Banks.  In  that 
regard,  we  are  heartened  by  the  strong  consensus  that  now  exists  among  the  Banks. 

A  solid  majority  of  the  Banks,  including  the  Home  Loan  Bank  of  Boston,  supports 
modernizing  the  Banks'  mission,  membership  rules,  capital  structure  and  requirements,  and 
governance  provisions   Detailed  consensus  positions  on  these  issues  were  developed  and 
agreed  to  in  June,  1995  by  nine  of  the  12  Banks,  accounting  for  no  less  than  80%  of  the 
System's  shareholders  and  70%  of  all  capital  stock. 

The  foundation  for  this  consensus  is  H.R.  1487,  the  Federal  Home  Loan  Bank  System 
Modernization  Act  of  1995    In  response  to  your  request,  the  Banks  agreed  upon  and 
submitted  to  you  recommended  changes  to  the  version  of  H.R.  1487  introduced  on  April 
7,  1995.  In  the  best  business  judgment  of  the  Banks,  these  consensus  recommendations 
would  refine  the  objectives  and  implementation  of  the  original  version  of  H  R  1487. 

As  part  of  the  consensus  to  get  legislation  passed,  nine  of  the  12  Banks  agreed  to  maintain 
the  existing  formula  for  allocating  the  Resolution  Funding  Corporation  (REFCorp) 
obligation.  The  Home  Loan  Bank  of  Boston  still  opposes  any  change  to  the  formula  that 
would  adversely  affect  the  Bank  and  its  shareholders 

Nevertheless,  we  would  entertain  legislative  remedies  that  address  the  root  problem  with 
REFCorp,  namely  the  fixed-dollar  nature  of  the  obligation,  provided  that  any  change 
would  be  reasonably  neutral  with  respect  to  the  current  REFCorp  treatment  on  both 
economic  and  accounting  bases.  For  example,  the  board  of  the  Home  Loan  Bank  of 
Boston  finds  acceptable  last  week's  action  by  the  House  Banking  Committee  to  change  the 
REFCorp  obligation  to  a  flat  22.63%  assessment  against  each  Banks'  net  earnings. 
However,  the  board  would  oppose  any  percentage  assessment  above  that  level  and/or  any 
change  to  the  assessment  base,  currently  defined  as  net  earnings  under  generally  accepted 
accounting  principles. 

Oversight  Hearing  Topics 

From  our  review  of  the  letters  inviting  people  to  testify  before  the  subcommittee  for  these 
oversight  hearings,  there  appear  to  be  three  main  areas  of  inquiry: 

1 .  the  decision-making  process  governing  the  Banks'  operations, 

2.  the  role  of  the  Home  Loan  Banks  and  the  value  derived  by  shareholders,  and 

3.  the  relevance  of  a  regional,  decentralized  system  of  Banks. 
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I  would  like  to  address  each  of  those  questions  from  the  perspective  of  the  Home  Loan 
Bank  of  Boston. 

Decision-Making  at  the  Home  Loan  Bank  of  Boston 

Like  any  private-sector  corporation,  the  decision-making  process  at  the  Home  Loan  Bank 
of  Boston  is  directed  by  the  Bank's  board  of  directors.  The  board  oversees  all  aspects  of 
the  Bank's  operations,  including,  but  not  limited  to:  approving  the  Bank's  business  plan 
and  operating  and  capital  budgets,  setting  risk  management,  investment,  pricing,  dividend, 
and  other  operating  policies;  establishing  policy  positions  on  pending  legislation;  and 
determining  the  Bank's  long-range  strategies. 

The  16-member  board  consists  often  elected  shareholders  from  New  England  and  six 
Finance  Board-appointed  public  interest  directors,  who  also  reside  in  New  England.  The 
multidisciplinary  nature  of  the  board  leads  to  decisions  that  carefully  balance  shareholder 
requirements  with  the  Bank's  public  policy  objective. 

Management  provides  the  board  with  detailed  oral  and  written  reports  on  every  aspect  of 
the  Bank's  operations,  so  that  the  board  can  monitor  effectively  management's  execution 
of  the  board's  policies.  To  assist  in  the  decision-making  and  oversight  processes,  the 
board  makes  extensive  use  of  committees  to  review  in  detail  the  Bank's  operations. 

In  setting  operating  policies,  the  board  ensures  that  the  Bank  is  in  compliance  with  all 
laws,  regulations,  and  procedures  promulgated  by  the  Congress  and  the  Finance  Board. 
The  board  is  not  reluctant,  however,  to  adopt  operating  policies  more  conservative  than 
those  permitted  by  Congress  and  the  Finance  Board,  if  it  deems  that  a  more  conservative 
posture  is  in  the  best  interests  of  the  shareholders  and  of  New  England. 

A  case  in  point  is  the  board's  policy  towards  the  Bank's  financial  management.  In  two 
specific  areas  —  interest-rate-risk  exposure  and  extensions  of  unsecured  credit  —  the 
board  has  consistently  adopted  more  conservative  positions  than  those  permitted  under 
Finance  Board  policy.  Those  conservatives  policies  have  resulted  in  stable  total  returns 
for  the  Bank's  shareholders  and  coveted  "AAA"  ratings  from  the  national  rating  agencies. 

Role  of  the  Bank  and  Value  Derived  bv  Shareholders 

The  role  of  the  Home  Loan  Bank  of  Boston  is  succinctly  expressed  in  the  mission 
statement  included  in  the  introduction  to  this  statement.  In  operational  terms,  the  Bank 
satisfies  its  mission  by  providing  its  New  England-based  shareholders  with: 

•     advances  and  other  credit  products  to  facilitate  their  housing  and  community  economic 
development  lending  activities. 
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•  special  lending  programs  and  technical  assistance  to  expand  affordable  housing  and 
employment  opportunities  for  New  England's  economically  disadvantaged  households 
and  neighborhoods, 

•  a  readily  available  source  of  liquidity,  and 

•  an  attractive  risk-adjusted  rate  of  return  on  their  capital  investment. 

In  today's  marketplace,  dissatisfied  consumers  are  not  at  all  hesitant  to  "vote  with  their 
feet."  Businesses  that  do  not  provide  value  will  lose  customers  and  eventually  fail  or  sell 
out  to  a  competitor  who  can  meet  customer  needs.  Without  a  doubt,  the  free  market  is 
the  best  gauge  of  an  enterprise's  value. 

In  the  case  of  the  Home  Loan  Bank  of  Boston,  dissatisfied  customers,  who  also  happen  to 
be  shareholders,  can  "vote  with  their  feet"  by  redeeming  their  capital  stock  investment  in 
the  Bank.  Because  of  the  unique  nature  of  the  depository  institution  industry  in  New 
England,  the  Home  Loan  Bank  of  Boston,  unlike  most  other  Banks,  has  always  had  a  very 
high  percentage  of  voluntary  shareholders.  As  a  result,  the  Bank  has  a  long  history  as  a 
customer-driven  enterprise  subject  to  market  discipline. 

I  am  pleased  to  report  that  no  shareholder  of  the  Home  Loan  Bank  of  Boston  has 
withdrawn  since  the  enactment  of  the  Financial  Institutions  Reform,  Recovery,  and 
Enforcement  Act  of  1989.  (As  you  are  aware,  the  years  immediately  following  FIRREA 
were  rather  tumultuous  for  the  Home  Loan  Banks  and  their  shareholders.)  Indeed,  just 
the  opposite  has  occurred.  Since  yearend  1990,  the  Bank  has  attracted  1 17  net  new 
shareholders,  and  as  of  August  31,  1995,  the  Bank's  shareholder  base  stood  at  a  record 
42 1  financial  institutions 

From  the  perspective  of  the  board  and  management,  shareholder  retention  and  recruitment 
are  resounding  votes  of  confidence  in  the  Bank's  value  to  our  shareholding  customers,  and 
through  them,  to  communities  throughout  New  England. 

The  Bank's  long-term  challenge  is  to  continue  to  provide  the  value  demanded  by  its 
shareholders.  Operating  in  a  marketplace  that  is  constantly  evolving,  the  Bank  must 
respond  in  kind    This  requires  the  Bank  to  be  an  innovative  designer  of  products  and 
servdces  that  meet  the  ever-changing  needs  of  its  shareholders.  Moreover,  the  Bank  must 
remain  on  the  cutting  edge  of  financial  technology.  It  must  use  market  innovations  to 
minimize  funding  costs  and  seek  out  mission-related  investment  opportunities  to  increase 
income    In  so  doing,  the  Bank  is  assured  of  having  the  financial  resources  necessary  to 
satisfy  both  shareholder  and  public  policy  demands. 

Relevance  of  a  Regional  Bank 

The  board  of  the  Home  Loan  Bank  of  Boston  is  dedicated  to  serving  the  needs  of  New 
England's  financial  institutions  and  communities.  In  fact,  the  board  believes  that  the  Home 
Loan  Bank  System's  regional  nature  and  control  is  one  of  its  great  strengths. 
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The  United  States  is  a  diverse  nation;  each  geographic  region  —  and  each  local 
community  for  that  matter  —  is  unique.  New  England  is  a  mature  part  of  the  country, 
with  most  communities  settled  more  than  300  years  ago.  Our  housing  stock  is  old  and 
diverse.  The  employment  base  is  equally  varied,  reflecting  the  fact  that  communities 
throughout  the  region  have  repeatedly  adapted  themselves  to  shifting  economic  forces. 
New  England's  unique  characteristics  translate  into  housing  and  economic  development 
financing  needs  that  differ  fi-om  those  of  other  parts  of  the  country. 

The  shareholders  served  by  the  Home  Loan  Bank  of  Boston  also  are  diverse.  The  Bank's 
shareholders  range  in  size  fi'om  approximately  $10  million  to  $17  bilHon  in  assets.  They 
serve  a  broad  range  of  communities,  ranging  fi^om  major  urban  centers  in  Connecticut, 
Massachusetts,  and  Rhode  Island  to  rural  communities  in  Vermont,  New  Hampshire,  and 
the  northernmost  reaches  of  Maine. 

It  is  not  just  the  location  of  the  Bank's  office  that  matters  but  the  locus  of  control.  Having 
shareholders  and  a  board  of  directors  drawn  fi^om  New  England  is  central  to  the  Bank's 
ability  to  support  the  region's  unique  and  diverse  needs.  The  regional  nature  of  the  Bank's 
ownership  vests  decision-making  authority  in  New  England.  That  regional  control  ensures 
that  the  Bank  shapes  and  executes  a  comprehensive  business  strategy  consistent  with  the 
needs  of  its  shareholders  and  New  England. 

It  is  in  the  context  of  the  board's  authority  to  establish  such  a  comprehensive  business 
strategy  that  the  suggestion  of  centralized  investment  or  financial  management  of  the 
Home  Loan  Banks  is  troubling.  Clearly,  such  financial  activities  are  a  key  responsibility  of 
the  board  of  any  financial  institution.  To  relinquish  that  responsibility  to  another  entity 
would  be  contrary  to  the  board's  fiduciary  obligation  to  the  shareholders  of  the  Bank.  In 
addition,  there  is  systemic  value  derived  from  diversifying  the  management  of  the 
investment  portfolios  of  the  Home  Loan  Banks. 

Conclusion 

Mr.  Chairman,  we  appreciate  this  opportunity  to  provide  your  subcommittee  with  our 
input.  Over  the  past  few  years,  the  Bank  System  has  been  the  subject  of  more  studies  and 
analyses  than  any  other  government-sponsored  enterprise.  If  there  has  been  one  consistent 
finding,  it  is  that  the  System  is  financially  and  structurally  sound  and  is  fulfilling  an 
important  public  policy  mission  by  supporting  the  business  activities  of  community- 
oriented  financial  institutions. 

The  studies  have  identified  some  changes  that  would  enhance  the  Banks'  mission  and 
structure    The  board  and  management  of  the  Home  Loan  Bank  of  Boston  strongly 
support  the  consensus  legislative  positions  adopted  by  a  majority  of  the  Banks,  and  we 
look  forward  to  working  with  the  Congress  to  enact  these  positive  changes. 
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Mr.  Chairman  and  members  of  the  Subcommittee 

As  President  and  Chief  Executive  Officer  of  the  Federal  Home  Loan  Bank  of  San 
Francisco,  I  want  to  thank  you  for  the  opportunity  to  present  written 
testimony  in  these  important  oversight  hearings  on  the  Federal  Home  Loan  Bank 
System.   I  especially  want  to  acknowledge  the  Chairman's  tireless  efforts 
during  the  past  several  years  to  champion  the  importance  of  the  Bank  System, 
and  to  develop  a  comprehensive  approach  to  enhancing  the  System's 
effectiveness  in  the  coming  years.   It  has  been  a  long  and  difficult  struggle 
to  reach  consensus  on  most  of  the  issues  facing  the  System.   However,  due  in 
large  part  to  Chairman  Baker's  efforts,  I  believe  that  the  most  significant 
issues  have  been  explored  thoroughly,  and  that  the  legislative  options  have 
been  defined  by  all  parties  interested  in  the  System's  future. 

The  Federal  Home  Loan  Bank  System  supports  residential  mortgage  lending  and 
related  community  development  by  providing  a  stable,  low-cost  source  of  funds 
to  liquify  residential  mortgages.   It  accon^lishes  this  mission  through  its 
members  and,  in  particular,  through  their  loans  to  those  individuals  and 
families  that  don't  fit  the  standardized  underwriting  approach  of  the 
secondary  market.   Through  its  financing,  the  System  offers  its  lending 
institution  shareholders  another  business  option,  allowing  them  to  be  more 
responsive  to  local  needs,  to  invest  in  their  communities,  and  to  reach  out  to 
underserved  individuals,  families,  and  neighborhoods. 

Any  way  you  choose  to  measure  its  success,  the  Federal  Home  Loan  Bank  System 
has  met,  and  continues  to  meet,  all  expectations.   Its  low-risk  operations, 
high  level  of  capitalization,  sterling  asset  quality,  stable  earnings  and 
diligent  management  have  led  to  a  AAA  rating,  the  highest  possible  rating 
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available  from  Moody's  and  Standard  and  Poors.   The  financial  success  of  the 
System  and  the  benefits  of  membership  have  not  gone  unnoticed  in  the  financial 
community — since  the  passage  of  FIRSZA  in  1989,  total  System  membership  has 
increased  by  73  percent.   Over  3,400  commercial  bank,  100  credit  unions  and  22 
insurance  companies  have  joined  the  System  during  the  past  six  years  and  are 
using  the  System's  products  and  services  to  contribute  to  the  nation's  housing 
stock. 

Last  week,  the  Bouse  Banking  Committee  approved  an  amendment  sponsored  by 
Chairman  Baker  and  Representative  Kanjorski  to  change  the  System's  annual 
REFCORP  obligation  from  a  flat  $300  million  to  22.63  percent  of  earnings.   I 
applaud  the  Committee's  willingness  to  address  this  difficult  and  divisive 
issue.   As  I  have  testified  previously,  the  current  REFCORP  formula  does  not 
serve  the  system  well.   The  flat  tax,  and  its  unfair  allocation  formula,  has 
hurt  housing,  has  brought  shareholder  recruitment  activities  at  some  Banks  to 
a  low  level,  and  has  materially  changed  the  balance  sheet  structures  of  the 
Banks  because  a  greater  level  of  investments  has  been  required  to  cover  the 
fixed  charges  levied  against  the  System.   The  formula  approved  during  the 
budget  process  is  based  on  each  Bank's  ability  to  pay,  and  it  allocates  the 
REFCORP  obligation  fairly  among  the  Banks.   The  perverse  incentives  contained 
in  the  current  formula  are  eliminated.   As  a  result  of  the  efforts  of  the 
Chairman,  Representative  Kanjorksi,  and  many  in  the  Administration,  one  of  the 
most  contentious  issues  dividing  the  Banks  is  eliminated. 

With  the  REFCORP  issue  resolved,  now  is  the  time  to  move  quickly  to  enact  the 
remaining  legislative  changes  needed  to  fully  modernize  the  Federal  Bome  Loan 
Bank  System.   While  the  System's  mission  is  as  relevant  today  as  it  was  63 
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years  ago,  the  legislative,  regulatory  and  economic  environments  have  changed. 
The  laws  and  regulations  governing  the  System  have  not  kept  pace  with  a 
rapidly  changing  housing  market  and,  as  a  result,  they  hold  the  Banks  back 
from  helping  more  families  to  realize  their  housing  aspirations.   The 
Congressionally-mandated  studies  of  the  Federal  Home  Loan  Bank  System 
completed  during  the  last  few  years  generally  agree  on  the  changes  necessary 
to  make  the  system  more  effective.   These  changes  were  incorporated  by 
Chairman  Baker  in  his  legislation  earlier  this  year.   The  Federal  Home  Loan 
Bank  of  San  Francisco  fully  supported  the  Chairman's  efforts  in  introducing 
H.R.  1487,  which  contained  the  following  key  provisions: 

Capital  Reduction.   We  support  capital  reduction.   The  Federal  Home  Loan  Bank 
System  holds  capital  in  excess  of  what  is  necessary  given  the  risks  inherent 
in  the  System's  operations.   Reduction  of  excess  capital  will  improve 
shareholder  returns  through  increased  leverage,  shift  more  money  to 
shareholders  to  be  used  in  additional  housing  efforts,  and  assist  shareholder 
recruitment  because  the  initial  investment  required  to  join  the  System  is 
lowered. 

Voluntary  Meabership.   We  support  voluntary  membership  for  all  shareholders. 
Currently,  all  federal  savings  associations  are  required  to  be  members  of 
their  District  Bank,  while  other  types  of  institutions  are  permitted  voluntary 
membership  in  the  System.   If  voluntary  members  perceive  that  their  capital 
investment  in  the  System  is  put  at  risk,  they  can  simply  elect  to  exit  the 
System,  leaving  the  ultimate  risk  of  loss  to  be  borne  by  the  increasingly 
small  subset  of  mandatory  shareholders.   Such  separate  classes  of  membership 
have  no  rational  basis  and  result  in  bad  public  policy.   As  a  result  of  recent 
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legislative  actions  to  resolve  the  BIF/SAIF  deposit  insurance  premium 
disparity  by  merging  the  deposit  insurance  funds  and  combining  the  commercial 
bank  and  savings  association  charters,  all  Federal  Home  Loan  Bank  members  soon 
will  have  identical  business  and  operational  opportunities.   Any  continuing 
distinction  between  System  shareholders  will  make  even  less  sense  than  it  does 
today  and  will  only  result  in  irrational  competitive  inequities . 

Governance.   We  support  a  strong  safety  and  soundness  regulator  and  local 
management  control.   The  current  governance  structure  of  the  System  is 
inherently  flawed.   The  System's  safety  and  soundness  regulator  has 
significant  policy  or  management  discretion  over  the  operations  of  the  12 
Banks.   This  governance  structure  should  be  re-tooled  to  eliminate  the 
conflict  of  interest  inherent  in  the  Federal  Housing  Finance  Board's  dual 
roles .   A  strong  safety  and  soundness  regulator  is  essential  to  ensure  that 
the  System  remains  healthy.   Local  control  of  normal  corporate  governance 
issues  will  enhance  the  System's  responsiveness  to  local  needs. 

Consolidation/Centralization.   We  support  shareholder  controlled 
consolidation.   Proposals  to  consolidate  two  or  more  of  the  12  Federal  Home 
Loan  Banks  should  be  addressed  by  the  Banks'  owners,  as  represented  by  the 
members  of  the  Banks'  Boards  of  Directors  and  other  shareholders.   The 
directors  and  shareholders  are  in  the  best  position  to  evaluate  the  specific 
pros  and  cons  of  a  consolidation  strategy  and  to  determine  the  most  effective 
use  of  their  invested  capital,  as  well  as  the  needs  of  the  local  communities 
within  the  District. 
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Mission.   We  approve  of  the  System's  current  mission.   The  Bank  System  was 
created  to  promote  housing,  and  the  Banks  take  that  public  policy  mission 
seriously.   We  believe  there  is  no  need  to  expand  the  System's  mission,  and 
there  is  great  risk  in  doing  so.   Since  its  inception,  the  System  has 
developed  a  high  level  of  expertise  in  providing  housing  finance  to 
community-based  housing  lenders  and  has  created  a  very  effective  and  efficient 
delivery  system.   Other  lending  opportunities  are  better  left  to  other  federal 
agencies  or  progreuns  that  were  designed  to  take  advantage  of  those 
opportunities.   Redirecting  the  System's  focus  away  from  the  Banks'  housing 
mission  would  require  significant  investments  in  systems  and  personnel  and 
would  disrupt  the  smooth  functioning  of  the  Banks. 

In  conclusion,  I  would  like  to  thank  the  Chairman  once  again  for  his 
continuing  support  of  the  Federal  Borne  Loan  Bank  System  and  for  his  tireless 
efforts  to  modernize  the  System.   The  Federal  Home  Loan  Bank  of  San  Francisco 
supports  these  efforts.   We  look  forward  to  working  with  Chairman  Baker  and 
other  members  of  Congress  as  we  move  forward  to  make  the  Federal  Home  Loan 
Bank  System  even  more  successful  in  accon^lishing  its  housing  finance  mission. 
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CLOSING  STATEMENT 


In  the  last  two  days,  the  Capital  Markets  Subcomminee  has  heard  testimony  from 
every  party  either  directly  or  indirectly  involved  in  the  Federal  Home  Loan  Bank  System. 
We  have  received  comments  from  regulators,  the  GAO,  the  stockholders,  the  Bank 
Presidents,  and  others. 

My  intention  with  these  hearings  was  to  voice  all  voices,  both  criticism  and  praise, 
on  the  mission  and  operations  of  the  Federal  Home  Loan  Bank  System. 

This  is  a  crucial  moment  for  the  Federal  Home  Loan  Bank  System.    It  is  right  and 
fair  at  this  moment  to  ask  questions,  particularly  in  light  of  the  current  debate  on  the  fumre 
of  the  federal  thrift  charter,  as  well  as  the  growing  market  dominance  of  FannieMae  and 
FreddieMac. 

These  hearings  have  brought  forth  the  following  information  for  the  Committee  to 
consider: 

*  the  growth  of  the  investment  activities  of  the  Banks  over  the  last  six  years  has 
produced  reason  for  concern; 

*  these  investment  activities  do  not  relate  to  the  public  mission  of  the  System,  nor 
can  one  identify  a  clear  public  benefit; 

*  the  System  is  aggressively  utilized  by  large  financial  institutions  for  short-term 
borrowings;  and 

*  several  of  the  System's  services  duplicate  functions  which  could  be  served  by  the 
private  market. 


Based  on  the  testimony  presented,  it  is  my  view  that: 
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*  the  governance  and  regulation  of  the  System  needs  some  fundamental  reform; 

*  there  is  a  compelling  need  for  more  oversight  of  the  relationship  between 
government-sponsored  enterprises  and  their  primary  sponsors  --  the  federal 
government; 

*  Congress  needs  to  take  a  comprehensive  approach  to  monitoring  all  GSEs;  and 

*  Congress  needs  to  conduct  an  exhaustive  review  of  all  GSE     liability  to  the 
federal  government. 

As  we  move  forward  with  the  reform  process,  I  believe  it  is  important  that  I  set 
forth  my  view  that  a  holistic  approach  to  housing  finance  retains  portfolio  lenders.    Thus, 
our  legislative  efforts  will  focus  on  how  to  provide  portfolio  lenders  the  opportunity  to  fund 
their  housing  assets  most  efficiently  at  the  lowest  risk. 

In  closing,  I  wish  to  thank  Mr.  Kanjorski  for  his  cooperation,  support,  and 
dedication  to  the  Bank  System.    He  is  both  an  advocate  and  fair-minded  critic.    I  thank  him 
for  his  assistance  on  finding  a  solution  to  the  REFCorp  formula  at  the  time  the  Banking 
Committee  was  considering  the  budget  reconciliation  bill. 

I  am  confident  that  he  and  I  will  put  together  a  comprehensive  bill  to  reform  the 
System. 

In  addition,  I  wish  to  the  Chairman  of  the  Committee,  Mr.  Leach.    I  appreciate  his 
contribution  during  the  hearings  and  I  invite  his  thoughtful  participation  on  reforming  the 
System. 

Finally,  I  appreciate  the  contributions  of  those  who  have  testified  and  those  who  have 
submitted  written  testimony.    Clearly,  the  Federal  Home  Loan  Bank  System  needs  reform 
and  I  intend  to  work  on  reform  legislation  with  a  critical  eye. 
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Mr.  Chairman,  I  sincerely  regret  that  significant,  last-minute  action  on  a  major  economic 
development  project  in  my  district  prevents  me  from  being  with  you  today  for  this  important 
oversight  hearing.  I  look  forward  to  tomorrow's  hearing  and  to  reviewing  the  transcript  of 
today's  hearing. 

Oversight  is  one  of  the  most  important,  and  often  neglected,  responsibilities  of  the  United 
States  Congress.  I  am  pleased  that  you,  Mr.  Chairman,  take  this  responsibility  so  seriously.  It  is 
imperative  that  we  understand  both  whether  the  role  and  mission  of  the  Federal  Home  Loan 
Bank  System  have  been  properly  defined,  and  whether  the  System  is  fulfilling  that  role  and 
mission.  These  two  days  of  hearings  will  help  to  answer  these  questions. 

Before  we  begin  these  hearings,  however,  I  want  to  commend  my  friend  and  colleague. 
Chairman  Baker,  and  my  friend  and  former  colleague.  Chairman  Morrison,  for  working  tirelessly 
over  the  last  several  weeks  with  me  to  successfully  resolve  the  most  contentious  issue  facing  the 
Bank  System,  the  REFCORP  allocation  formula.  Given  the  blood  that  has  been  spilled  over  this 
issue  during  the  last  six  years,  this  accomplishment,  which  appears  to  have  the  support  of  all  12 
Banks,  as  well  as  most  of  the  outside  witnesses  we  will  hear  from  over  the  next  two  days,  is 
nothing  short  of  miraculous.  You  and  your  staffs  are  to  be  commended  for  your  hard  work  and 
your  persistence  in  working  with  us  in  the  minority  to  find  a  reasonable,  bipartisan  resolution  of 
this  thorny  problem  when  many  others  had  given  up  all  hope  of  finding  a  solution.  It  is  my  hope 
that  this  example  will  set  a  precedent  for  future  bipartisan  cooperation  on  Chairman  Baker's 
broader  Home  Loan  Bank  System-reform  legislation. 

This  accomplishment  is  even  more  remarkable  given  the  absurd  context  in  which  it  was 
achieved,  in  which  participants  frequently  failed  to  see  the  proverbial  forest  for  the  trees.  In 
recent  weeks  we  have  all  focused  too  long  and  hard  on  the  seven-year  budgetary  implications  of 
the  REFCORP  formula,  without  looking  at  the  bigger  picture. 
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•  We  have  lost  sight  of  the  fact  that  the  Bank  System  was  not  responsible  for  the 
S&L  debacle,  has  never  lost  U.S.  taxpayers  a  dime,  actually  helped  the  FSLIC  manage  its 
cash  deficiency  problems  during  the  troublesome  1980's,  and  should  never  really  have  been 
responsible  for  the  REFCORP  bonds. 

•  We  have  lost  sight  of  the  fad  that  the  Bank  System  contributed  $2.5  BILLION  up- 
front to  the  cost  of  the  thrift  bailout  when  its  reserves  were  expropriated  in  1989. 

•  We  have  lost  sight  of  the  fact  that  since  1989  the  Bank  System  has  paid  an  additional 
$1.5  BILLION  towards  the  cost  of  the  thrift  bailout,  and  over  the  next  35  years  will  pay  at  least 
SI  0.5  BILLION  more  towards  the  cost  of  the  thrift  bailout. 

•  We  have  lost  sight  of  the  fact  that  no  other  GSE,  and  no  other  corporation  in 
America,  contributes  the  first  10%  of  its  profits  to  charity,  and  then  pays  an  additional  22.63% 
of  what  is  left  in  taxes.  I  know  of  no  other  entity  which  pays  a  higher  effective  tax  rate. 

•  We  have  lost  sight  of  the  fact  that  the  members  of  the  Bank  System  will  contribute 
hundreds  of  millions  more  to  our  budget  reconciliation  efforts  under  the  bill  approved  by  the  full 
Committee. 

•  We  have  lost  sight  of  the  fact  that  while  there  may  be  fluctuations  in  REFCORP 
income  over  the  next  seven  years,  these  are  not  seven  year  bonds,  they  are  40  year  bonds.  Over 
the  life  of  the  REFCORP  bonds  the  Bank  System  will  be  paying  significantly  more  because 
it  will  be  paying  22.63%  of  net  earnings,  instead  of  20%,  and  because  there  will  no  longer 
be  a  $300  million  ceiling.  Over  the  remaining  35  year  life  of  these  bonds,  inflation  alone  will 
quickly  bring  the  revenue  stream  to  the  federal  government  over  the  $300  million/year  mark. 

In  short,  Mr.  Chairman,  we  should  not  be  focusing  on  whether  or  not  in  any  one  year 
the  proposed  REFCORP  fix  is  budget  neutral,  but  rather  on  whether  over  the  40  year  life  of 
the  bonds  the  federal  government,  will  be  made  whole,  which  it  clearly  will,  and  on  whether  it 
is  good  public  policy  to  change  this  obligation  from  a  fixed,  annual,  dollar  amount  which 
causes  gross  distortions  in  the  system,  to  a  fixed  percentage  of  net  earnings.  I  think  we  both 
agree  that  the  proposed  bipartisan  solution,  is  much  better  public  policy  and  will  save  taxpayers 
money  over  the  40  year  life  of  the  bonds. 

The  most  important  consequence  of  this  bipartisan  agreement,  however,  is  that  it  lets  us 
focus  our  attention  on  the  really  important  questions  we  will  examine  today  and  tomorrow;  the 
role  and  mission  of  the  system,  its  investment  policies,  whether  control  and  governance  should 
be  centralized  or  decentralized,  whether  system  members'  needs  are  uniform  across  the  country 
or  vary  from  region  to  region,  what  the  appropriate  capital  level  and  structure  is,  and  whether 
there  are  adequate  controls  to  protect  the  safety  and  soundness  of  the  system.  I  look  forward  to 
receiving  the  advice  and  recommendations  of  our  witnesses,  and  the  additional  experts  who  have 
submitted  testimony  for  the  record,  on  these  important  issues. 
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Mr.  Chairman  and  Members  of  the  House  Subcommittee  on 
Capital  Markets,  Securities  and  Government  Sponsored  Enterprises: 

Thank  you  for  the  invitation  to  testify  today  on  oversight 
of  the  Federal  Home  Loan  Bank  System.  My  name  is  Thomas  H. 
Stanton.  I  am  a  Washington,  D.C.,  attorney  who  specializes  in  the 
design  and  administration  of  federal  programs,  especially  with 
respect  to  credit  and  financial  institutions.  I  teach  on  the  law 
of  public  institutions  and  am  a  Fellow  of  the  Center  for  the 
Study  of  American  Government  at  Johns  Hopkins  University,  and 
also  am  a  member  of  the  Advisory  Board  of  a  professional  journal. 
The  Financier:  Analyses  of  Capital  and  Money  Market  Transactions. 

My  publications  on  government  sponsored  enterprises  include 
a  book,  A  State  of  Risk  (HarperCollins,  1991)  and  a  number  of 
articles.  This  testimony  today  represents  my  personal  views  and 
not  those  of  any  institution,  client  or  university  with  which  I 
am  affiliated. 

I.    Introduction 

This  Committee  is  to  be  commended  for  holding  this  hearing 
on  issues  relating  to  the  Federal  Home  Loan  Bank  System.  As  with 
many  other  institutions  that  have  been  created  by  federal  law, 
the  Federal  Home  Loan  Banks  today  find  their  traditional  mission 
and  structure  called  into  question  by  unprecedented  changes  in 
law  and  their  competitive  environment. 

This  testimony  suggests  four  points  for  the  Subcommittee's 
consideration: 

•  The  fixed  Refcorp  obligation  of  S  300  million  annually 
imposes  a  significant  structural  vulnerability  upon  the  System. 
The  fixed  Refcorp  obligation  has  imposed  serious  vulnerability 
upon  the  System  including  (1)  the  chance  that  financial  losses 
could  precipitate  rapid  flight  of  members  from  the  System  and 
(2)  pressure  to  grow  an  immense  investment  portfolio. 

•  The  House  Banking  Committee  has  taken  an  important  step 
to  address  this  problem  by  converting  that  obligation  to  a 
variable  assessment.  Other  changes  are  also  needed  to  help 
protect  against  financial  risk.  From  a  taxpayer  perspective,  the 
most  important  of  those  reforms  relate  to  (1)  creation  of  a 
capital  cushion  against  loss,  and  (2)  imposition  of  a  limitation 
upon  the  legally  permitted  size  of  the  System's  investment 
portfolio.  As  a  part  of  the  review  of  capital  adequacy  of  the 
System,  this  Subcommittee  may  want  to  consider  creating  a  new 
Federal  Home  Loan  Bank  System  Insurance  Corporation  on  the  model 
of  a  similar  institution  that  provides  a  financial  cushion  for 
the  Farm  Credit  System. 
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•  The  relationship  of  the  regulator  to  the  System  needs 
to  be  modernized;  the  Federal  Housing  Finance  Board  should  become 
an  arm's  length  financial  supervisor  without  an  advocacy  role  or 
management  responsibilities  for  the  System.  In  particular,  the 
Federal  Housing  Finance  Board  should  give  up  current 
responsibilities  such  as  approval  of  the  budgets  of  individual 
Banks  and  the  compensation  of  Bank  Presidents.  If  the  Board 
became  responsible  for  stewardship  of  funds  in  a  new  Federal  Home 
Loan  Bank  System  Insurance  Corporation,  this  could  help  the 
agency  to  focus  its  mission  upon  arm's  length  financial 
regulation. 

•  The  Federal  Home  Loan  Bank  System  should  devise  a 
privatization  strategy  to  give  up  both  GSE  status  and  today's 
statutory  confinement  to  a  narrow  financial  role.  The  realities 
of  constituents'  perceived  immediate  interests  would  seem  to  make 
privatization  unlikely  in  the  near  future.  However,  there  is 
reason  to  believe  that  both  public  purposes  and  the  interests  of 
the  System  itself  might  be  served  by  a  well  conceived 
privatization  strategy. 

Profound  changes  are  taking  place  including  the  likely 
disappearance  of  much  or  all  of  the  thrift  industry,  and  the 
growth  of  other  GSEs  that  are  potentially  ready  and  able  to  offer 
products  that  compete  effectively  with  System  advances.  The  legal 
and  financial  environment  is  changing  so  rapidly  that  the  System 
may  not  be  able  to  hold  on  to  the  status  quo.  Both  from  the 
perspective  of  possible  financial  risk  in  a  System  under  stress, 
and  in  terms  of  the  interests  of  today's  System  and  its  members, 
privatization  then  becomes  an  alternative  that  deserves  more 
serious  consideration  than  it  has  received  in  the  past. 


II.   The  fixed  Refcorp  obligation  of  S  300  million  annually 
imposes  a  significant  structural  vulnerability  upon  the 
System. 

The  U.S.  Treasury  Department,  U.S.  General  Accounting  Office 
and  Congressional  Budget  Office  all  have  documented  the  basis  for 
serious  concern  about  the  financial  implications  of  imposing  a 
$  300  million  annual  obligation  upon  the  System.  The  fixed 
Refcorp  payment  introduces  the  chance  that,  if  the  membership 
base  of  the  System  were  to  decline  for  any  reason,  the  allocation 
of  the  $  300  million  obligation  would  fall  more  heavily  upon  the 
remaining  members.  This  would  create  the  chance  of  a  negative 
spiral  that  could  end  with  members  fleeing  the  System  to  avoid 
the  chance  of  financial  loss  on  their  stock. 

The  fixed  Refcorp  payment  has  also  created  an  incentive  for 
the  System  to  grow  more  than  a  $  100  billion  investment  portfolio 
whose  value  now  exceeds  the  volume  of  System  advances  to  members. 
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Income  from  the  investments  then  helps  to  reduce  the  burden  of 
making  the  annual  Refcorp  payment.  The  investment  portfolio 
represents  a  form  of  arbitrage  of  agency-status  credit  that  is 
financially  risky  and  also  lacks  any  public  purpose.  Loans  of 
billions  of  dollars  to  Japanese  banks  are  only  the  most  dramatic 
recent  example.' 


III.  The  House  Banking  Committee  has  taken  an  important  step  to 

address  the  Refcorp  problem  by  converting  that  obligation  to 
a  variable  assessment.  Other  changes  are  also  needed  to  help 
protect  against  financial  risk. 

In  the  week  before  this  hearing,  the  House  Banking  Committee 
voted  to  change  the  Refcorp  assessment  from  a  fixed  $  300  million 
annual  amount  to  a  percentage  of  the  annual  net  income  of  the 
Home  Loan  Banks.  This  is  an  important  change  that  will  help  to 
reduce  the  problems  caused  by  the  fixed  obligation. 

From  a  taxpayer  perspective,  other  changes  are  also  needed 
to  deal  with  financial  risks.  Two  changes  are  especially 
important:  (1)  the  nature  and  availability  of  capital  stock  must 
be  changed  to  protect  against  the  danger  of  runs  and  to  provide  a 
cushion  in  the  event  of  financial  adversity,  and  (2)  the  law 
should  limit  the  permitted  size  of  the  investment  portfolio  of 
individual  Banks  and  the  System. 

A.  Providing  a  Cushion  of  Capital 

With  respect  to  the  nature  and  redeemability  of  capital 
stock,  the  U.S.  Treasury  Department  has  presented  a  sound 
proposal  to  this  Subcommittee.^  However,  one  issue  remains  in 
contention  between  the  Treasury  Department  and  the  System.  The 
Treasury  quite  properly  seeks  to  assure  the  availability  of  a 
cushion  of  funds  from  retained  earnings  that  cannot  flee  the 
System  if  members  begin  to  redeem  their  stock.  The  System, 
mindful  of  recent  history,  fears  that  such  retained  earnings 


'     Keith  Bradsher,  "U.S.  Agency  Warns  About  Japanese 
Banks:  Home  Loan  Board  Asks  Curtailment  of  Loans,"  The  New  York 
Times.  September  19,  1995,  p.  Dl.  See,  generally.  Amy  Barrett, 
"Riskier  and  Riskier  at  the  Home  Loan  Banks:  The  federal  system's 
new  investment  strategy  raises  eyebrows,"  Business  Week.  January 
30,  1995,  p.  78. 

'     See,  U.S.  Department  of  the  Treasury,  "Modernizing  the 
Federal  Home  Loan  Bank  System,"  statement  of  the  Honorable 
Richard  S.  Carnell,  May  17,  1995. 
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could  become  an  attractive  source  of  funds  that,  by  law,  the 
Congress  could  allocate  for  other  purposes.^ 

The  structure  of  the  Farm  Credit  System  (FCS) ,  another 
government  sponsored  enterprise,  offers  a  possible  resolution  of 
at  least  part  of  this  issue.  Like  the  Federal  Home  Loan  Bank 
System,  the  FCS  is  a  cooperative  membership  system  whose  members' 
stock  lacks  the  characteristics  of  traditional  corporate  equity. 
Like  the  Federal  Home  Loan  Banks,  the  Farm  Credit  Banks  share 
joint-and-several  liability  for  consolidated  obligations  of  their 
system.  The  Congress  helped  to  create  a  cushion  of  capital,  both 
by  requiring  retained  earnings  and  changing  the  redemption  rights 
of  borrower  stock,  and  also  by  creating  a  Farm  Credit  System 
Insurance  Corporation.  See  12  U.S.C.  Sec.  2277a. 

That  Insurance  Corporation  may  provide  a  useful  model  for 
the  Federal  Home  Loan  Bank  System.  The  Board  of  Directors  of  the 
Farm  Credit  System  Insurance  Corporation  is  the  same  as  the  Board 
of  the  Farm  Credit  Administration,  the  federal  agency  that  is  the 
financial  regulator  of  the  FCS.  The  Farm  Credit  System  funds  the 
Insurance  Corporation  through  assessments  based  upon  the  volume 
and  risk  of  assets  of  each  FCS  Bank. 

Funds  of  the  Insurance  Corporation  back  only  the 
consolidated  obligations  of  the  FCS;  its  money  is  not  available 
to  pay  for  claims  based  upon  obligations  of  individual  FCS  Banks. 
In  this  way,  funds  in  the  Insurance  Corporation  provide  a  cushion 
of  protection  both  for  cooperative  stockholders  of  the  individual 
Farm  Credit  Banks  and  ultimately  for  taxpayers.  Note  how  this 
differs  from  the  role  of  the  Federal  Deposit  Insurance 
Corporation  which  provides  a  cushion  only  for  taxpayers  and  which 
makes  payments  only  after  losses  have  exhausted  the  equity 
capital  of  shareholders  of  a  failed  institution. 

In  short,  this  Subcommittee  may  want  to  consider  creating  a 
Federal  Home  Loan  Bank  System  Insurance  Corporation  along  the 
lines  of  the  FCS  Insurance  Corporation.  The  Corporation  would  be 
funded  on  the  basis  of  premiums  expressed  as  a  fraction  (i.e.  a 
number  of  basis  points)  of  assets.  A  two-tier  structure  would  be 
possible,  with  a  lower  premium  for  a  Bank's  overcollateralized 
advances  and  a  higher  one  for  its  investment  assets.  An  Insurance 
Corporation  for  the  System  would  have  a  number  of  positive 
features : 


'     See,  Fahey  v.  O'Melveny  &  Mvers.  200  F.  2d  420  (9th 
Cir.,  1952),  cert,  denied.  345  U.S.  952  (1953),  holding  that 
members  of  the  System  do  not  have  a  constitutionally  protected 
property  right  in  their  System  stock  beyond  that  which  is 
conferred  by  law. 
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•  The  government  would  have  great  difficulty  if  it  tried 
to  take  away  funds  of  the  Insurance  Corporation  that 
provide  financial  protection  for  taxpayers; 

•  The  availability  of  funds  in  the  Insurance  Corporation 
could  be  taken  into  account  in  setting  the  level  of 
total  capital  that  the  System  is  required  to  hold; 

•  The  Insurance  Corporation  would  provide  a  cushion  of 
protection  that  could  give  System  members  and  the 
government  extra  time  to  deal  with  financial 
difficulties  that  otherwise  might  threaten  to  trigger  a 
run  of  members  from  the  System;  and 

•  If  the  Federal  Housing  Finance  Board  became  the  board 
of  directors  of  the  Insurance  Corporation  then  the 
Congress  and  the  public  could  gain  an  improved 
performance  measure  for  the  Finance  Board  and  could 
hold  Board  members  accountable  for  potential  or  actual 
claims  upon  the  money  held  by  the  Insurance 
Corporation. 

B.    Limiting  the  Permitted  Size  of  the  Investment  Portfolio 

In  response  to  the  fixed  Refcorp  assessment,  the  Federal 
Home  Loan  Bank  System  grew  its  investment  portfolio  dramatically. 
In  the  years  1977  through  1988,  the  average  ratio  of  investments- 
to-assets  was  15  percent.*  Most  of  those  investments  were  in 
highly  liquid  overnight  federal  funds.  By  June  30,  1995,  the 
ratio  of  System  investments-to-assets  exceeded  100  percent;  only 
15  percent  of  that  portfolio  consisted  of  overnight  federal  funds 
sold. 5 

Much  of  this  investment  represents  what  the  Congressional 
Budget  Office  (CBO)  calls  "risk-controlled  arbitrage"  in 
mortgage-  backed  securities  (MBSs) ,  While  noting  the  efforts  of 
the  System  and  the  Federal  Housing  Finance  Board  to  deal  with 
financial  risk,  CBO  points  out  that: 

"Managing  an  arbitrage  portfolio  of  MBS 
investments,  however,  can  be  tricky.  It  requires 
skilled  portfolio  managers  and  sophisticated  financial 
models.  Even  a  well-hedged  MBS  portfolio  can  experience 


"     U.S.  General  Accounting  Office,  Federal  Home  Loan  Bank 
System;  Reforms  Needed  to  Promote  its  Safety,  Soundness,  and 
Effectiveness.  GAO/GGD-94-38,  December  1993,  p.  37. 

^     Federal  Home  Loan  Bank  System,  "Quarterly  Financial 
Report  for  the  Six  Months  Ended  June  30,  1995,"  dated  August  15, 

1995. 
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losses  in  some  interest  rate  environments.  Thus,  these 
new  investments  have  introduced  new  management  and 
operations  risks  into  the  system."* 

The  problem  is  that  removal  of  the  fixed  Refcorp  obligation 
may  not  be  sufficient  to  provide  an  incentive  for  the  System  to 
return  to  its  earlier  conservative  investment  practices. 
Especially  if  the  profitability  of  overcol lateral ized  advances 
were  to  decline,  perhaps  from  competitive  pressures  or  from 
changes  in  the  System's  customer  base,  for  example,  individual 
Banks  may  be  tempted  to  reap  additional  earnings  by  arbitraging 
the  System's  agency  status. 

Absent  statutory  guidance  from  the  Congress,  a  financial 
regulator  such  as  the  Federal  Housing  Finance  Board  may  have 
difficulty  trying  to  restrict  the  volume  of  such  arbitrage 
investments.  The  Congress  could  impose  by  law  a  percentage-of- 
assets  limitation  upon  the  System's  permitted  investment 
portfolio,  pegged  to  the  ratios  that  prevailed  before  the  Refcorp 
obligation  was  enacted  into  law.  Such  a  limit  upon  the  permitted 
size  of  the  investment  portfolio  would  help  to  reduce  financial 
risk  in  the  System. 

It  is  also  appropriate  to  restrict  the  authority  of  the 
Banks  to  invest  in  risky  securities  and  especially  in  equity 
securities.  The  language  of  Section  11(h)  of  the  Federal  Home 
Loan  Bank  Act,  12  U.S.C.  Sec.  1431(h),  relating  to  investment  of 
surplus  funds,  merits  revision  in  this  regard. 


IV.   The  relationship  of  the  regulator  to  the  System  needs  to  be 
modernized;  the  Federal  Housing  Finance  Board  should  become 
an  arm's  length  financial  supervisor  without  an  advocacy 
role  or  management  responsibilities  for  the  System. 

Problems  with  ambiguities  in  the  role  of  the  Federal  Housing 
Finance  Board  have  been  noted  by  the  Treasury  Department  and  U.S. 
General  Accounting  Office  and  by  the  Federal  Housing  Finance 
Board  itself.'  The  Federal  Housing  Finance  Board  needs  to  divest 
itself  of  management  responsibilities  such  as  approval  of  each 
Bank's  budget  and  the  salary  of  each  Bank  President.  These 
responsibilities  properly  belong  to  the  individual  Banks  and 
their  boards  of  directors. 


*     Congressional  Budget  Office,  The  Federal  Home  Loan 
Banks  in  the  Housing  Finance  System.  July  1993,  p.  26. 

'     See,  Federal  Housing  Finance  Board,  Report  on  the 
Structure  and  Role  of  the  Federal  Home  Loan  Bank  System.  April 
28,  1993,  p.  151. 
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In  this  regard,  legislation  with  respect  to  the  Federal 
Housing  Finance  Board  lags  far  behind  that  of  the  other  GSE 
supervisors.  Some  ten  years  ago  the  Congress  enacted  legislation 
to  turn  the  Farm  Credit  Administration  —  a  GSE  regulator  whose 
mission  and  responsibilities  once  contained  similar  ambiguities  - 
-  into  an  arm's  length  financial  supervisor. 

Another  beneficial  change  might  be  to  combine  the  safety  and 
soundness  functions  of  the  Federal  Housing  Finance  Board  with 
those  of  the  Office  of  Federal  Housing  Enterprise  Oversight 
(OFHEO) .  However,  this  idea  has  not  gained  wide  support  among 
relevant  constituencies. 

Finally,  if  the  Congress  creates  a  Federal  Home  Loan  Bank 
System  Insurance  Corporation,  as  discussed  above,  this  could  help 
to  clarify  the  role  of  the  Federal  Housing  Finance  Board.  If  the 
FHFB  became  the  statutory  board  of  directors  of  the  Insurance 
Corporation,  its  responsibility  for  stewardship  of  the  insurance 
funds  could  help  the  agency  to  focus  its  mission  upon  arm's 
length  financial  regulation. 


V.    The  Federal  Home  Loan  Bank  System  should  devise  a 

privatization  strategy  to  give  up  both  GSE  status  and 
today's  statutory  confinement  to  a  narrow  financial  role. 

Earlier  this  year  the  Treasury  Department  stated  in 
testimony: 

"The  Treasury  has  for  a  number  of  years,  in 
Democratic  and  Republican  Administrations,  believed 
that  it  is  appropriate  to  wean  a  GSE  from  Federal 
sponsorship  once  the  GSE  becomes  economically  viable 
and  successfully  fulfills  the  purpose  for  which  it  was 
created  with  Federal  sponsorship,  or  when  the  purpose 
for  which  it  was  created  ceases  to  exist. "' 

The  Treasury  presented  these  views  in  connection  with  its 
support  for  privatization  of  the  Student  Loan  Marketing 
Association  (Sallie  Mae),  another  GSE.  In  today's  context  of 


'     Statement  of  Darcy  Bradbury,  Deputy  Assistant  Secretary 
of  the  Treasury  for  Federal  Finance,  before  the  Subcommittee  on 
Postsecondary  Education,  Training  and  Lifelong  Learning  of  the 
Committee  on  Economic  and  Educational  Opportunities  and  the 
Subcommittee  on  National  Economic  Growth,  Natural  Resources  and 
Regulatory  Affairs  of  the  Committee  on  Government  Reform  and 
Oversight,  U.S.  House  of  Representatives,  May  3,  1995  (emphasis 
added) . 
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immense  changes  in  potential  customer  base  and  competitive 
environment,  that  perspective  is  increasingly  relevant  to  the 
future  of  the  Federal  Home  Loan  Bank  System. 

Consideration  of  the  strategic  choices  that  face  the  Federal 
Home  Loan  Banks  may  not  be  a  completely  welcome  exercise  today. 
At  least  for  the  present,  the  Federal  Home  Loan  Banks  find 
themselves  in  reasonably  comfortable  circumstances;  their 
traditional  business  activities  conform  nicely  to  the  perceived 
interests  of  their  current  members. 

However,  consider  the  following  factors  that  prevail  in  the 
System's  strategic  environment: 

•  The  housing  finance  market  is  dominated  by  other 
GSEs  who  are  financially  and  politically  more 
powerful  than  the  System  and  whose  activities 
significantly  limit  the  profitability  and  scope  of 
the  role  that  the  System  can  play  in  housing 
finance. 

•  Recent  legislative  proposals  raise  serious  questions 
about  whether  a  thrift  industry  will  continue  to  exist 
and  the  size  of  the  role  that  surviving  thrifts  will  be 
able  to  play  in  the  evolving  housing  finance  market  of 
the  United  States;  thus,  the  demand  of  thrift 
institutions  for  traditional  System  financial  services 
cannot  be  assured. 

•  The  role  of  commercial  banks  in  the  membership  of 
the  System  is  likely  to  grow;  however,  continuing 
consolidation  among  commercial  banks  may  decrease 
their  interest  in  belonging  to  the  System  under 
its  current  rules.  Also,  banks  are  likely  to  enjoy 
increased  access  to  international  credit  markets 
and  this  may  reduce  their  demand  for  highly 
overcollateralized  System  advances. 

Competitive  pressures  are  likely  to  affect  the  System  in 
ways  comparable  to  the  manner  in  which  today's  volatile  financial 
markets  have  transformed  the  core  businesses  of  many  other  types 
of  financial  institutions.  The  special  rigidity  of  the  legal 
framework  of  the  System  as  a  government  sponsored  enterprise  and 
its  statutorily  prescribed  governance  structure  would  seem  to 
limit  the  ability  of  the  System  to  respond  flexibly  to  new  market 
challenges. 

Consider  one  possible  form  that  a  challenge  might  take.  In 
1989  the  Congress  changed  Fannie  Mae's  charter  and  removed 
restrictions  upon  its  authority  to  make  loans  on  the  security  of 
mortgages.  In  1990  Fannie  Mae  requested  that  the  Secretary  of 
Housing  and  Urban  Development  permit  Fannie  Mae  to  purchase  debt 
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obligations  secured  by  conventional  mortgages  or  securities 
backed  by  such  mortgages.  This  new  Fannie  Mae  program  would  have 
permitted  Fannie  Mae  to  offer  advances  to  thrift  institutions, 
commercial  banks  and  other  mortgage  lenders  on  quite  favorable 
terms  compared  to  those  offered  by  the  Federal  Home  Loan  Bank 
System  to  its  members. 

The  Department  of  Housing  and  Urban  Development  refused  to 
approve  that  proposed  new  activity  for  Fannie  Mae.  However,  HUD's 
legal  authority  to  approve  Fannie  Mae's  and  Freddie  Mac's  new 
business  activities  is  currently  under  attack  by  both  of  the 
GSEs.'  Once  this  issue  is  settled,  Fannie  Mae  and  Freddie  Mac  may 
be  well  positioned  to  offer  attractive  financial  products  that 
compete  directly  with  today's  System  advances. 

Whether  or  not  this  particular  competitive  threat 
materializes,  the  legal  and  financial  environment  is  changing  so 
rapidly  that  the  System  may  not  be  able  to  hold  on  to  the  status 
quo.  Both  from  the  perspective  of  possible  financial  risk  in  a 
System  under  stress,  and  in  terms  of  the  interests  of  today's 
System  and  its  members,  privatization  then  becomes  an  alternative 
that  deserves  more  serious  consideration  than  it  has  received  in 
the  past. 


'     See  U.S.  Department  of  Housing  and  Urban  Development, 
"Proposed  Rule:  The  Secretary  of  HUD's  Regulation  of  the  Federal 
National  Mortgage  Association  (Fannie  Mae)  and  the  Federal  Home 
Loan  Mortgage  Corporation  (Freddie  Mac),"  Federal  Register.  Vol. 
60,  No.  32,  February  16,  1995,  pp. 9154-9247;  and  John  Connor, 
"HUD's  Plan  for  Closer  Oversight  Draws  Criticism  at  Fannie  Mae, 
Freddie  Mac,"  The  Wall  Street  Journal.  May  8,  1995,  p.  A9. 
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THE  UNDER  SECRETARY 

U.S.  DEPAFTTMENT  OF  HOUSING  AND  URBAN  DEVELOPMENT 

WASHINGTON.  O.C.  20410-0050 

October  12,  1990 

Mr.  David  0.  Maxwell 
Chairman  o£  the  Board 

and  Chief  Executive  Officer 
Federal  National  Mortgage  Association 
3900  Wisconsin  Avenue,  NW 
Washington,  DC  2001 6-2899 

Dear  Mrt  Maxwell: 

This  is   a  letter  of  decision  with  respect  to  your  request 
of  August  29,  1990,  for  HUD  approval  of  a  new  Fannie  Mae  program 
to  purchase  debt  obligations  that  are  secured  by  conventional 


mortgages  or  by  securities  backed  by  conventional  mortgages* 


w 


Your  request  has  been  carefully  considered  in  accordance 
with  the  provisions  of  the  Charter  Act  "and  FIRREA,  In  the 
course  of  the  Department's  review,  HUD  studied  your  letter  and 
Its  enclosure  with  particular  refepence  to  the  example  provided* 
The  Department  also  consulted  In  depth  with  your  staff,  and 
received  and  considered  the  comments  of  other  Federal  agencies. 

HUD's  concerns  with  your  proposed  program  are  as  follows: 

The  request  is  too  broad«  -J 

The  language  In  your  request  appears  to  be  extremely  broad 
In  Its  potential  application,  much  mors  so  than  the  example 
discussed  in  your  letter  of  August  29  and  its  enclosure.  HUD     / 
believes  the  request  as  stated  could  give  Fannie  Mae  authority  to  v 
engage  In  complex  transactions  elgniflcantly  different  from  those 
described  and  from  those  engaged  In  previously*  Fannie  Mae  could 
purchase  or  reguarantee  any  private  label  collateralized  mortgage 
obligations  or  REMICs  backed  by  conventional  mortgages,  make 
advances  against  conventional  mortgages  such  »8   are  done  now  by 
Federal  Home  Loan  Banks,  and  engage  in  other  new  applications 
beyond  those  specified  In  your  request.  It  would  be  en 
abrogation' of  HUD's  responsibilitieB  as  «  regulator  to  grant  auch 
overly  broad  authority. 

The  proposed  purchase  of  over-eollaterallzed  mortgage  obligations 
from  thrifts  Involves  significant  rleks  to  all  parties. 

The  Department  considered  in  detail  the  oxaople  described  in 
your  letter  and  amplified  in  your  written  answers  to  our 
questions,  namely  the  purchase  by  Fannie  Mae  of  collateralized 
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mortgage  obligations  Issued  by  a  thrift  or  bank  on  an  over- 
collateralized  pool  of  mortgages.  This  transaction  raises 
concerns  because  its  main  purpose  from  the  perspective  of  Che     y 
financial  institution  ia  to  delay  recognition  of  real  econooic  \/ 
losses  and  to  encourage  leveragingt  Acknowledgement  of  realistic 
economic  accounting  is  essential  co  avoiding  further  losses  by 
thrifts  and  banks. 

Such  transactions  raise  other  concerns  for  the  level  of  risk 
borne  by  the  Government.  Higher  leverage  could  increase  the  risk 
of  lender  bankruptcy  and  to  the  extent  that  Fannie  Mae  could 
sustain  its  claim  on  collateral^  the  resulting  losses  to  the 
Government  would  be  greater. 

Alternatively,  the  transaction  could  increase  the  risk  to 
Fannie  Mae.   It  is  uncertain  whether  Fannie  Mae  could  perfect  an 
interest  in  the  collateral  that  would  provide  protection  in  the 
event  of  an  Insolvency  or  liquidation  of  a  thrift,  given  the 
competing  claims  for  the  collateral  and  the  unprecedented  scope 
of  the  Government's  liquidating  powers.   In  that  event,  Fann-le 
Mae  might  incur  a  loss  because  it  night  be  unable  to  claim  the 
collateral. 

The  proposed  proaram  may  affect  Fannie  Mae'e  need  for  capital. 

It  is  the  Department's  understanding  that  this  program  would 
Involve  additional  purchases  for  Fannie  Mae's  portfolio.  The 
question  of  safety  and  soundness  of  government  sponsored 
enterprises  is  increasingly  an  overriding  concern  to  Congress  and 
the  Administration.  HUD  is  concerned  that  a  new  program  of  this 
sort  could  affect  Fannie  Mae's  needs  for  financial  resources  and// 
plans  for  raising  capital,  natters  which  are  not  addressed  in   j*/ 
your  proposal. 

As  you  know,  FIRREA  expanded  the  role  of  the  Secretary  in 
financial  regulation.  It  was  the  Intent  of  Congress  that  the 
Secretary  exercise  a  broad  perspective  regarding  financial 
Issues.  Accordingly,  the  Charter  Act  test  of  public  purpose  was 
re-emphasized  by  FIRREA.  These  transactions  fail  to  meet  that 
test.   In  addition,  It  is  roy  conclusion  that  your  requested  new 
program  poses  unacceptable  levels  of  risk  to  the  Government! 
therefore,  approval  is  denied. 

I  am  aware  that  Freddie  Mac  is  engaged  In  some  programs 
involving  purchase  of  debt  obligations  secured  by  mortgages. 
These  programs  are  allowed  under  authority  originally  granted  by 
the  Federal  Home  Loan  Bank  Board  and  grandfathered  under  FIRREA. 
These  programs  were  not  approved  by  HUD  and  the  mere  fact  that 
Freddie  Mac  has  this  authority  is  not  sufficient  justification 
for  approval  of  a  request  which  falls  to  meet  reasonable  public 
purpose  and  safety  and  soundness  standards* 
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1  want  to  thank  you  for  your  cooperation  during  the 
Department's  review.  Your  staff's  prompt  response  to  HUD's 
requests  for  Information  were  very  rauch  appreciated.  Although  I 
cannot  approve  this  raauest,  1  am  confident  that  we  will  continue 
to  work  together  towara  fulfilling  our  mutual  goals  for  the 
housing  finance  systen  of  the  nation. 

Sincerely, 


fljy./\.PI:1k 


Alfred  A.  OelllBovl 
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FannieMae 

AU9USt  29 «  1990 


The  Honorable  Jack  P.  Komp 
Secretary  of  Housing  and  Urban  Developnent 
451  Seventh  Street,  SM,   Rooa  loooo 
Washington,  DC  20410 

Dear  Mr.  Secretary: 

We  request  your  approval  under  Section  302(b)(3)  of  the 
Federal  National  Mortgage  Aeaoclatlon  Charter  Aot  (the 
"Charter  Act")  for  the  purchase  by  Fannie  Mae  of  debt  ybliqa- 
^^LifiOS  secured  by  conventional  mortgages  or  securtfTesDacked 
by  such  mortgages. 

Sinoe  1970,  the  Charter  Act  has  authorised  Fannie  Mae  to  lend 
on  the  security  of  aortgages.  However,  we  made  only  limited 
use  of  this  authority  because  before  August  9,  1989,  Section 
304(a)(2)  of  the  Charter  Act  required  that  the  amount  of  any 
such  loan  not  exceed  90  per  cent  of  the  unpaid  principal 
balances  of  the  mortgages  securing  it  and  that  the  term  of 
the  -loan  not  exceed  twelve  months.  These  restrictions 
severely  limited  our  ability  to  make  secured  loans  and  to 
purchase  or  securitize  structured'  financing  obligations. 
(Freddie  Mac's  Charter  Act  never  had  these  restrictive 
provisions,  we  believe  Freddie  Mac  has  engaged  in  such 
transactions.) 

Last  year,  as  part  of  the  Financial  Ziistitutions  Refora, 
Recovery,  and  Enforcement  Act  of  1989,  Congress  eliminated 
these  restrictions,  thus  broadening  Fannie  Mae's  authority  to 
land  on  the  security  of  mortgages.  By  permitting  thrifts  and 
other  financial  institutions  to  structure  transactions  as 
either  sales  or  financings,  Fannie  Mae  will  enhance  its 
ability  to  help  these  institutions  increase  the  liquidity  of 
their  below-market  mortgage  assets  without  impairing  their 
capital  position.  We  expect  that  the  added  flexibility  of 
offering  competitively  priced  purchase  or  financing  trans- 
actions will  promote  greater  market  efficiency  and  lower  the 
.  cost  of  mortgage  credit,  thereby  benefiting  homebuyers  and 
the  mortgage  finance  industry. 
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Tha  Honorable  Jack  P.  Keap 
August  29>  1990 
Page  2 

Thrifts  and  other  financial  Institutions  ara  oftsn  faced  with 
tho  dilenma  of  a  ntsd  to  increase  the  liquidity  of  their 
holdings  of  below-aarJcet  aortgage  loans  without  laposing 
significant  and  iasediate  negative  effects  upon  their  level 
of  capitalization.  Securitization  of  nortgage  leans  provides 
only  a  partial  solution.  Securltlsatlon  allows  lenders  to 
reduce  the  capital  required  to  support  their  aortgage  port- 
folio assets;  however,  sales  of  these  assets  generally 
require  substantial  discounts,  which  trigger  the  recognition 
of  losses  for  financial  accounting  purposes  and  adversely 
affect  an  institution's  capital  position. 

The  ability  to  structure  transactions  as  financings  would 
allow  Fannie  Mae  to  design  products  that  respond  to  the  needs 
of  the  thrift  and  banking  Industries.  Financing  transactions 
could  be  structured  In  a  variety  of  ways  that  would  not 
require  the  recognition  of  losses  for  financial  purposes 
under  GAAP. 

For  exaaple,  Fannie  Mae  could  purchase  fully  collaterallsed 
debt  obligations  Issued  by  a  bank,  thrift  or  Insurance 
ooapany,  or  by  such  institution's  single  purpose  finance 
subsidiary.  The  collateral  would  generally  consist  In  such 
cases  of  below-narket,  seasoned  aortgages  or  securities 
backed  by  such  aortgages.  The  financial  Institution  would 
contribute  these  aortgages  or  securities  to  the  financial 
institution's  finance  subsidiary,  which  would  pledge  thea  to 
secure  the  debt  obligation  to  Fannie  Mae.  Use  of  a  R£MIC 
structure  would  enable  the  finance  subsidiary  to  treat  the 
transaction  as  a  financing  under  GAAP  while  treating  the 
transaction  as  a  sale  (and  recognizing  any  losses)  for  tax 
purposes.  However,  structure,  maturity.  Interest  rate, 
principal  payment  characteristics  and  other  teres  of  any 
proposed  financing  transaction  will  be  detemlned  by  Fannie 
Mae  from  tlae  to  tlae.  All  of  the  aortgages  that  collat- 
eral Ize  debt  obligations  will  comply  with  the  aaxlaua 
principal  amount  Ilaltatlons  and  all  other  Charter  Act 
requirements  and  will  comply  with  our  underwriting  criteria 
for  mortgages  that  we  purchase. 

["if  you  approve  Fannie  Mae's  purchase  of  debt  obligations,  our 
/  market  analysis  Indicates  that  we  will  purchase  as  much  as 
(^J.00  to  $150  Billion  per  month  of  these  obllgatl'oPnr?'-  Tiiia 
volume  would  have  little  lapact  on  the  purchase  of  seasoned 
loans  for  our  portfolio.  The  aaount  of  MBS  Issued  would 
Increase  slightly  because  the  debt  obligations  that  we 
purchase  will  be  primarily  collateralized  by  Fannie  Mae  MBS. 
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The  Honorable  Jack  F.  Kenp 
August  29,  1990 
Page  3 

W«  have  discussed  this  prograa  with  your  staff  and  they  have 
raised  several  questions  about  Fannie  Mae's  purchase  of  debt 
obligations,  including  the  impact  of  the  program  on  regulatsd 
lenders.  Enclosed  is  a  response  to  their  questions. 

Your  staff  has  advised  ua  that  you  wish  to  consult  with  other 
federal  regulators  regarding  the  pregran.  At  their 
suggestion,  ve  are  furnishing  this  letter  (with  enolosurs)  to 
the  Federal  Reserve  Board,  the  Office  of  the  Coaptroller  of 
the  currency,  the  Office  of  Thrift  Supervision,  and  the 
Federal  Housing  Finance  Board.  Because  we  consider  the 
inforaation  in  these  docunents  to  be  proprietary  and 
confidential  business  infortaation,  the  release  of  which  could 
cause  us  conpetitive  hans,  ve  are  requesting  that  each  of 
thes«  agencies  treat  the  information  with  the  utmost 
confidence  and  protect  it  froa  public  disclosure  under  the 
confidential  business  inforaation  exception  of  the  Freedoa  of 
Information  Act  (5  U.S.c.  952(b)(4)}. 


Sincerely, 


DOM/pgd 
Enclosure 
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LOAMS  ON  THE  SECURITY  OF  MORTGAGES  PROGRAM 

1.   How  Will  market  cffielonev  bo  pre«et:ad  through  thta  preorag? 

This  progras  will  perslt  Fannie  Mae  to  structure  speeialited 
transactions  that  meet  one  or  more  of  the  portfolio  management 
objectives  of  thrifts  and  other  financial  institutions.  a 
portfolio  lender  usually  has  a  number  of  management  objectives, 
including  an  improvement  in  the  duration  matching  of  its  asset  and 
liability  holdings,  an  increase  in  the  liquidity  of  its  portfolio, 
a  reduction  of  the  risk-based  capital  expense  of  its  assets,  and 
finally,  achievement  of  these  objectives  at  an  acceptable  cost.. 

One  of  the  current  challenges  facing  many  portfolio  lenders, 
primarily  thrifts,  but  also  other  financial  institutions,  Jls  the 
need  to  increase  the  liquidity  of  their  assets,  while  more 
accurately  matching  asset  and  liability  durations  to  protect  their 
ability  to  earn  a  profit  on  their  portfolio  holdings.  Some  also 
face  an  added  problem  associated  with  substantial  holdings  of 
below-market  mortgage  product.  Vhen  funding  costs  for 
below-market  mortgages  and  mortgage  securities  exceed  the  earnings 
from  these  assets,  there  is  a  continuous  drain  on  the 
institution's  balance  sheet.  The  outright  sale  of  these  holdings 
in  the  secondary  market  is  not  necessarily  sound,  because  such  a 
sale  would  trigger  an  immediate  recognition  of  losses  for 
accounting  purposes  and  adversely  affect  the  institution's  capital 
position.  A  lender  who  wants  to  address  one  or  more  of  these 
needs  is  not  always  able  to  achieve  the  most  satisfactory 
execution  with  existing  funding  vehicles.  Fannie  Mae  expects  that 
its  new  program  will  provide  additional  opportunities  for  a  lender 
to  more  efficiently  manage  its  portfolio. 

A  major  source  of  portfolio  funding  comes  from  loans,  called 
advances,  that  are  available  from  one  of  the  12  district  Federel 
Home  Loan  Banks.  Thrift  institutions  and,  as  a  result  of  PZRREA, 
commercial  banks  are  eligible  to  become  members  of  a  district 
Federal  Home  Loan  Bank.  Although  the  Federal  Home  Loan  Bank 
Board,  and  now  the  new  Federal  Housing  Finance  Board,  have  set 
policy  guidelines  for  the  advance  programs  of  the  distriot  banks, 
each  district  bank  has  latitude  on  how  it  implements  the 
guidelines.  By  statute,  advances  are  limited  to  20  tinee  the 
member  institution's  capital  stock  in  its  district  bank. 
Over-collateralization  requirements  accompany  an  advance,  usually 
at  least  25  percent  over  the  advance  amount,  and  margin  call 
options  are  standard.  For  purposes  of  over-collateralization,  the 
collateral  is  marked-to-market  at  the  time  an  advance  is  made,  if 


261 


not  n««d  to  inpose  nargin  oall  options.  Whan  the  asseta  backing 
the  obligations  are  collateralized  by  Pannie  Mae,  Freddie  Mac,  or 
Ginnie  Mae  securities,  the  Fannie  Mae  loan  transaction  would 
receive,,  as  would  be  the  case  with  an  advance  or  CMO  financing, 
ioproved  risk^based  capital  treatnent  on  the  books  of  the  lender. 
Finally,  e  Fannie  Mae  loan  on  the  security  of  aortgages  would 
offer  a  financial  institution  a  conpetitively  lower  interest  rate 
structure  than  is  available  under  current  funding  options.  We 
estisate  that  a  portfolio  lender  with  belov-oarket  mortgage  loans 
could  see  a  yield  advantage  of  approximately  20  basis  points 
compared  to  the  next  best  alternative  source  of  financing. 

2.  Hov  will  thrift  Institutieng  gain  through  such  transaetienB7 
\tov   much  reduction  in  cost  of  aortaaae  credit  do  vou  >>ntleipate? 

As  discussed  in  the  preceding  answer,  the  proposed  program  will  in 
certain  situations  provide  opportunities  for  thrift  and  other 
financial  institutions  to  access  a  funding  option  that  combines 
attractive  duration  matching  features  with  lower  cost  of  funds 
financing.  Institutions  with  significant  portfolios  of 
below-market  mortgage  loans  would  be  able  to  borrow  funds  at  a 
competitively  lower  cost  compared  to  the  CMO  and  Federal  Home  Loan 
Bank  alternatives.  Thus,  there  is  the  potential  for  such  an 
institution  to  use  this  program  as  a  Beans  of  improving  earnings* 

In  addition,  by  releasing  seasoned,  below-market  mortgages  from  a 
thrift  portfolio,  the  proposed  program  would  allow  an  institution 
to  funnel  more  funds  to  newly  originated  shorter  duration  mortgage 
products  such  as  arms.  In  this  sense,  more  investor  demand  should 
be  created  for  new  mortgage  product,  which  should  ultimately  lower 
the  yield  for  current  production  mortgages.  However,  the 
magnitude  of  this  effect  is  difficult  to  quantify  because  it  is 
uncertain  what  fraction  of  the  loan  proceeds  would  actually  be 
reinvested  in  new  product,  and  because  Fannie  Mae  cannot 
accurately  estimate  the  reduction  in  mortgage  yields  in  response 
to  an  inorease  in  investor  demand. 

a.  What  llntta  will  you  ftBtabllsh  en  the  terms  of  the  debt 
obligations  vou  vlll  puret^aea,   considering  tern  to  maturity. 

^ntarest  rate  relative  ta  Intarftst  rata  en  the collateralizing 

;ngr*^q;iae9  or  aeeuritles.  and  required  ev«r-eQllaterall»ation  (it 
pny^? 

He  expect  that  our  program  will  be  most  attractive  to  portfolio 
lenders  with  belov-market  mortgages.  Thus  the  debt  obligations 
issued  would  be  backed  by  low-coupon  mortgages  valued,  for 
collateral  purposes,  based  upon  Fannie  Mae  current  yield 
requirements  for  mortgage  purchases.  Most  of  the  collateral 
backing  the  debt  obligations  would  involve  well  seasoned  product, 
with  15  to  30  years  remaining  in  a  30-year  tern.  From  a  credit 
risk  point  of  view,  these  are  extremely  attractive  assets.  The 
debt  obligation  would  be  issued  in  twe-elaeses— -a  senior  class 
that  would  be  purchased  by  Fannie  Hae  and  a  residual  class  that 
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tha  ttortgaget  hava  been  seouritized,  the  meaber  Institution 
retains  the  benefit  of  the  lower  risk-based  capital  category. 
Although  an  advance  can  extend  up  to  a  oaturity  of  20  years* 
normally  10  years  is  the  maxiaua  tern.  Advances  are  priced  in 
relation  to  the  cost  of  funds  to  the  Federal  Hob«  Loan  Bank  and 
ranae  froa  20  to  120  basis  points  over  the  oost  of  funds.  The 
naxiBua  aark-up  deoXines  as  the  aaturity  of  the  advanoe 
increases.  Repayaent  of  an  advance  is  made  in  a  luap  sua  on 
aaturity;  installaent  repayaent  arrangeaenta  are  not  possible.  In 
fact  when  a  aeober  institution  wants  to  pay  off  an  advance  prior 
to  maturity,  prepayaent  penalties  are  noraally  istpesed.  Xn  order 
to  duration  satch  asset  and  liability  holdings  when  funding  a 
aortgage  portfolio  with  Federal  Hoae  Loan  Bank  advances,  a  lender 
Bust  analyze  expected  cash  flows  from  its  portfolio  and  establish 
a  borrowing  prograa  that  corresponds  to  this  analysis*  As  a 
consequence,  the  lender  faces  substantial  interest  rate  risk 
exposure  if  the  actual  cash  flows  froa  its  portfolio  do  not  aatch 
what  had  been  projected. 

Portfolio  funding  can  also  be  accoapiished  through  the  issuance 
of  a  private  placeaent  collateralised  aortgage  obligation  (CMO) , 
with  a  R£MXC  election.  A  CMO  issuance  can  be  a  better  hedge  for  a 
aortgage  portfolio  than  a  Federal  Koae  Loan  Bank  advance,  because 
its  structure  requires  the  cash  flow  (and  thus  the  duration)  of 
its  collateral  to  very  closely  aatch  that  of  the  CMO  tranches.  A 
RCMZC  election  peraits  the  funding  transaction  to  receive  sale  of 
asset  treataent  for  tax  purposes,  while  resulting  in  financing 
treataent  for  accounting  purposes  if  certain  6AAF  requireaents  are 
satisfied.  Alternatively,  if  a  REMIC  election  is  not  made,  the 
portfolio  lender,  can  postpone  tax  recognition  of  aortgage  losses 
associated  with  below*>Barket  product,  noraally  to  when  it  sells 
the  residual  piece  of  the  CMO.  This  ability  to  tiae  recognition 
of  tax  losses  is  viewed  as  an  iaportant  asset  by  potential  new 
investors  in  the  lender.  At  the  aortgage  collateral  backi.*:?  the 
CMO  would  noraally  be  required  to  be  securitited  by  Fannie  Kae, 
Freddie  Mac  or  Oinnie  Mae,  the  portfolio  lender  would  iaprove  the 
risk  based  capital  classification  of  its  aortgages.  However, 
despite  the  attractive  features  of  a  private  issue  CMO,  there  are 
soae  potential  drawbacks.  Generally,  private  placeaent  CMOs  are 
not  issued  in  aaounts  saaller  than  $S0  aillion.  Issuance  costs 
that  include  aarketing  the  cmo,  legal  fees,  prospectus  expenses 
and  involveaent  of  a  rating  agency  can  be  expensive.  As  a 
consequence,  a  lender  aay  opt  for  the  less  costly,  but  riskier, 
funding  available  at  its  Federal  Koae  Loan  Bank. 

Fannie  Mae's  proposed  loan  on  the  security  of  mortgage  prograa 
would  combine  many  of  the  attractive  hedge  features  of  a  private 
issue  CMO  with  the  cost  of  funds  benefits  that  are  associated  with 
a  Federal  Koae  Loan  Bank  advance.  Because  Fannie  Mae  would  be  tha 
sole  purchaser  of  the  issue,  costs  associated  with  aarketing, 
offering  circulars,  and  rating  agencies  would  be  eliainated. 
Fannie  Mae  would  be  willing  to  purchase  issues  as  low  as  $25 
Billion,  thereby  helping  saaller  lenders.  Fannie  Mae  would 
require  only  aodest  over-collateralization  protection  and  would 
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Intergflt  Rata,  m  thl«  transaction,  the  Interest  rat«  on  tho 
senior  claas  sold  to  Fanni*  Kaa  vould  ba  aqual  to  tha 
weightad  avaraga  of  tha  coupon  rataa  of  tha  oollaUral 
Bortgagea,  as  deterninad  on  a  aonthly  baaia  over  tha  Ufa  of 
the  debt  obligation,  lesa  a  fixed  interest  spread  applied  to 
tha  residual  claas.  Aa  tha  weighted  average  coupon  rata 
fluotuatas  up  or  dovn,  so  vould  the  interest  rate  on  the 
senior  class  of  the  debt  obligation.  Tha  underlying 
collateral  vould  always  be  able  to  support  tha  interest  on 
tha  senior  class,  because  the  interest  rate  on  the  senior 
claas  vould  alvays  be  lesa  than  tha  interest  rate  on  tha 
underlying  collateral.  The  residual  class  vould  be  entitled 
to  a  fixed  interest  spread  over  the  life  of  the  nortgaga 
obligation,  but  tha  transaction  could  be  structured  so  that 
the  residual  class  rocaivea  no  distribution  of  principal. 
The  fixed  interest  spread  vould  be  large  enough  such  that  the 
present  value  of  all  expected  residual  cash  flows,  discounted 
at  Fannie  Mae's  required  yield,  vould  be  at  least  tvo  percent 
of  the  outstanding  balance  on  the  collateral  aortgages. 

Qver^eollaterallzatien.  The  underlying  collateral  vould 
contain  aortgages  vith  an  aggregate  unpaid  principal  balance 
that  is  at  least  100  percent,  but  not  aore  than  110  percent, 
of  tha  senior  class  aaount.  As  vith  tha  fixed  rate 
transaction,  the  aarkat  value  of  the  residual  could  range 
froa  tvo  percent  to  as  high  as  tan  percent  of  the  value  of 
the  underlying  collateral. 

4.  HOV  yJU — Fannie  Mae  adiust  its  underwriting  If  th«  mart.t 
value  of .the  collateral  iBBianificantlv  lesa  than  beok  value? 

As  the  tera  of  the  debt  obligation  vill  be  coincident  vith  the 
tera  ■  of  the  aortgages  backing  the  debt,  there  vill  not  be  a 
aark-to-narket  requireaent  as  is  custoaary  vith  repurchase 
agreeaents  and  other  &hcrt«tara  collateralized  bcrrovings.  In 
effect.  Fannie  Mae  performs  the  aark-to^aarket  exercise  at  the 
beginning  of  the  transaction  vhen  it  prices  tha  collateral  in 
relation  to  its  then  currant  yield  requireaents.  Because  the 
payaents  generated  by  the  collateral  itself  vould  be  sufficient  to 
cover  all  of  the  interest  payaenta  aade  to  the  senior  class  held 
by  Fannie  Mae,  and  because  the  debt  obligation  vould  be  paid  down 
in  concert  with  the  collateral,  as  previously  explained,  there 
vill  be  no  need  to  adjust  the  underwriting  of  the  debt  obligation 
in  response  to  changes  in  the  aarket  value  of  the  collateral. 

In  the  stated  fixed  interest  rate  transaction,  the 
over-collateralization  of  the  senior  class  vould  assure  that 
interest  on  the  underlying  collateral  vould  alvays  be  able  to 
support  the  stated  interest  on  the  senior  ciase.  As  aantioned, 
the  over*collateralization  would  also  grow  froa  its  initial  level 
because  all  principal  payments,  both  scheduled  and  prepaynents,  on 
the  underlying  mortgage  collateral  vould  be  applied  first  to  tha 
senior  class. 


264 


would  bo  retained  by  the  finanoini  institution.  Fannie  nae  19  now 
considering  transactions  involving  debt  obligations  with  either 
fixed  or  variable  interest  rates.  .The  liaits  ve  would  establish 
on  the  terns  of  the  debt  obligations  would  depend  upon  the 
transaction  used. 

The  first  type  of  transaotion  involves  a  senior  class  with  a 
stated  fixed  interest  rate  with  the  following  proposed  liaits 1 

Tina  tg  Maturity.  The  tera  of  the  debt  obligation  would  be 
keyed  to  that  of  the  aortgages  in  the  collateral  pool.  It 
would  be  equivalent  to  that  of  the  longest-tera  mortgage,  if 
the  loan  aaturities  vary.  However,  we  would  expeot  the  debt 
obligation  to  be  paid  off  auch  before  the  maturity  date 
because  all  prepayaents  would  be  applied  to  it  before  any 
would  be  applied  to  the  residual  olass.  The  tera  of  the  debt 
obligation  could  be  as  long  as  360  months. 

Interest  Rate.  In  this  structure,  the  interest  rate  on  the 
senior  class  sold  to  Fannie  Kae  would  be  a  fixed  rate  over 
the  life  of  the  aortgage-backed  obligation,  equal  to  the 
weighted  average  of  the  pass-through  coupon  rates  of  the 
collateralizing  pool  aortgages  at  the  tiae  the  debt 
obligation  is  issued.  Under  this  structure  ^  the 
over-collateralitation  of  the  senior  class  would  assure  that 
interest  on  the  underlying  collateral  would  be  able  to 
support  the  stated  interest  on  the  senior  class.  The 
over<^col  lateralization  would  fflso  grow  froa  its  initial 
level,  because  all  principal  payments,  both  scheduled  and 
prepayaents,  on  the  underlying  aortgage  collateral  would  be 
applied  first  to  the  senior  class.  Only  when  the  senior 
class  is  paid  down  will  the  residual  start  receiving 
principal. 

OYer^olla^fr*^f**^^Qn-  The  collateral  pool  would  have  to 
contain  aortgages  with  an  aggregate  unpaid  principal  balance 
that  would  be  at  least  102  percent,  but  not  aore  than  110 
percent,  of  the  senior  class  aaount.  As  previously  stated, 
this  level  of  over>collateralization  would  grow  over  tiae 
because  the  residual  would  not  begin  receiving  principal 
until  the  senior  class  is  coapletely  paid  down.  Based  upon 
the  aarket  value  of  the  collateral,  the  aarket  value  of  the 
residual  would  be  between  two  and  four  percent  (but  could  go 
to  ten  percent)  of  the  value  of  the  underlying  collateral. 

The  second  transaotion  under  consideration  would  have  a  senior 
class  with  a  variable  pass-through  interest  rate. 

Tern  to  Katuritv.  As  with  the  fixed  interest  rate 
transaction,  the  tens  of  the  debt  obligation  would  be  keyed 
to  that  of  the  aortgages  in  the  collateral  pool  and  it  would 
be  equivalent  to  that  of  the  longest-tera  aortgage,  if  the 
loan  aaturities  vary. 
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with  the  variable  pass-through  interest  rate  transaction,  the 
underlying  collateral  would  always  be.  able  to  support  the  interest 
on  the  senior  class,  because  the  interest  rate  on  the  senior  class 
would  always  be  less  than  the  interest  rate  on  the  underlying 
collateral. 

5.  What  loss  reservea  will  vou  establish? 

The  loss  risks  Fannie  Mae  faces  with  this  prograa  are  basicilly 
the  sane  as  would  be  faced  if  Fannie  Mae  were  to  purchase  the 
collateral  bacKing  the  loans  it  xaakes.  Thus  we  will  maintain  loss 
rsserves  at  a  level  sufficient  to  cover  estimated  losses  on 
collateral  backing  the  debt  obligations.  The  provision  for 
losses  on  purchases  of  debt  obligations  will  be  consistent  with 
the  reserve  methodologies  used  for  other  mortgage  purchase  and 
guarantee  activities.  Fannie  Mae's  loss  reserves  are  based  on  an 
evaluation  of  the  risk  characteristics  of  the  mortgages  purchased, 
considering  factors  such  as  recent  loss  experience,  current 
economic  conditions,  and  estimates  of  future  losses.  When  we 
purchase  mortgages,  our  quoted  yield  includes  a  component 
necessary  to  cover  loss  reserves.  If  the  collateral  behind  the 
debt  obligation  is  whole  loans,  we  would  follow  the  same 
practice.  When  we  guarantee  MBS,  our  guaranty  fee  includes  a 
component  for  loss  reserves  computad  in  th«  same  manner  as  a 
aortgaae  purchase  transaction.  Xnasauch  as  wo  would  have  already 
taken  into  account  loss  risks  at  the  M&5  level,  we  would  not  have 
to  do  so  again  when  the  loan  is  made. 

6.  What  will  be  be  the  criteria  for  eliaibilttv  ef  a  thrift  or 
other   financial    institution  to  participat:**    tn  this  program? 

Participants  in  the  program  would  be  limited  to  those  institutions 
who  meet  our  lender  eligibility  standards  addressing  financial 
strength,  expertise,  and  experience  of  senior  management  and 
staff,  operational  systems  and  procedures,  and  insurance 
coverage.  A  participant  in  the  program  must  have  an  acceptable 
net  worth  of  at  least  $250,000;  and  it  must  have  additional  net 
worth  in  a  dollar  amount  that  represents  2/io%  of  the  outstanding 
principal  balance  of  any  Pannie  Hae  portfolio  it  is  already 
servicing.  A  Fannie  Mae  portfolio  includes  mortgages  or 
participation  interests  in  MBS  pools,  first  and  second  whole 
mortgages  held  in  our  portfolio  and  our  participation  interest  in 
first  and  second  mortgages  in  participation  pools  held  in  our 
portfolio.  For  purposes  of  applying  these  criteria,  we  would 
treat  a  finance  stibsidiary  and  its  lender  parent  on  a  consolidated 
basis. 
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7.  in  the  event  9t — insolvency  and  Uauldatton  ^f.  >  thrift 
Institution  having  such  a  debt  oblla^y,4on  to  Pannla  Maw,  y^^]^ 
there  be  coffiP«tinq  claims  to  Fannie  Maa  for  tiha  coilA^Ar^^? 

He  propose  to  enter  transactions  only  if  ve  can  obtain  a  first- 
priority  perfected  security  interest  in  the  collateral  backing  the 
debt  obligation.  This  will  ensure  that  there  are  no  valid 
coDpeting  olaias  against  the  collateral.  He  will  follow  custoaary 
procedures  and  docuaentation  tailored  for  each  transaction  to 
address  speoific  factors  that  would  be  taken  into  account  in  case 
of  an  institution's  insolvency  and  a  challenge  to  Fannie  Mae's 
secured  -creditor  status.  These  factors  include »  but  are  not 
limited  to^  the  type  of  collateral  being  used,  the  valuation  of 
the  collateral  (to  ensure  the  fairness  of  the  transaction),  the 
type  of  institution,  and  the  fona  of  the  transaction.  Fannie  Mae 
will  evaluate  suoh  factors  in  accordance  with  guidelines 
applicable  to  Fannie  Mae  conventional  loan  purchases  and  MBS 
transactions  backed  by  such  mortgages.  As  the  collateral  will 
most  often  consist  of  mortgage  securities  on  the  Federal  Reserve 
hook-entry  system,  ve  will  follow  that  system's  procedures  for 
obtaining  a  perfected  security  Interest. 

Under  certain  circumstances,  we  tnay  structure  the  loan  through  a 
wholly-owned  finance  subsidiary  of  the  thrift  In  order  to  further 
isolate  the  collateral  from  competing  creditors.  The  debt 
obligation  would  be  issued  by  a  single  purpose  finance  subsidiary 
of  the  thrift  Institution.  The  purpose  of  this  structure  would  be 
to  isolate  the  loan  collateral  froa  financial  troubles  at  the 
parent  thrift  level.  Kegulators  of  thrift  institutions  permit 
them  to  enter  transactions  through  finance  subsidiaries  as  long  as 
certain  regulatory  criteria  are  satisfied.  Fannie  Mae  would 
evaluate  compliance  with  the  criteria,  obtain  legal  opinions 
confining  compliance,  and  ask  for  assurances  froa  the  regulators 
that  the  separate  identity  of  the  finance  subsidiary  protects  it 
from  insolvency  proceedings  against  its  parent.  In  addition  to 
assuring  the  finance  subsidiary's  separateness  froa  its  parent, 
Fannie  Mae  would  insist  that  steps  are  taken  to  minimize  the  rislc 
of  bankruptcy  of  the  finance  subsidiary.  The  subsidiary's  only 
assets  would  be  the  collateral  and  its  only  business  purpose  would 
be  borrowing  funds  froa  Fannie  Mae.  He  would  aaXe  sure  that  the 
subsidiary's  charter  documents  are  appropriately  restrictive. 

8.  Wov  will  this  prograw  cotnoare  structurally  with  the  Federal 
Howtt  Loan  BanV:^*  advances  svBfc«m?  Do  vou  envision  eompatlnq  with 
the  Federal  Homa  Loan  Banks  for  thrift  Institutions'  businQflB? 

The  differences  between  the  advance  system  of  the  Federal  Roae 
Loan  Banks  and  our  proposed  program  have  already  been  mentioned. 
Compared  to  our  prograa,  advances  are  heavily  over-collateralized, 
(usually  by  a^  least  25  percent) ,  subject  to  margin  calls,  and 
generally  have  terms  no  greater  than  ten  years,  in  contrast,  ve 
expeot  that  most  debt  obligations  purchased  by  Fannie  Mae  would 
have  an  over-oollaterization  of  two  to  four  percent.  In  addition, 
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b«causc  th*  8tructur«  assures  that  th«  collatoral  will  alvaya  ba 
sufficient  to  eovar  interest  payvents  to  Fannie  Maa,  va  would  net 
require  any  margin  call  proviaions.  Finally/  the  debt  obligation 
to  Fannie  Mae  vould  pay  down  in  concert  with  the  underlying 
collateral  so  that  the  ten  of  the  debt  obligation  vould  aatch 
that  of  the  collateral.  The  tern  of  the  debt  obligationa  could  be 
aa  long  as  thirty  years. 

To  properly  fxmd  a  oortgage  portfolio  with  advancea  from  a  Federal 
Hone  Loan  BanX,  a  Besber  institution  must  oreate  a  serial 
borrowing  by  analyzing  e>cpected  cash-flovs  fron  the  collateral, 
and  then  projecting  a  staggered  aeriea  of  borrowings  froa  a 
federal  Houe  Loan  BanX.  in  this  way  a  lender  would  try  to 
approxiaats  the  sane  duration  and  weighted  average  life  of  its 
nortgage  assets.  However/  the  lander  would  asauae  the  refunding 
risX  if  the  collateral  did  not  pay  down  as  expected.  For 
instance,  in  a  unexpectedly  slow  prepay  scenario  (e.g.,  in  a  high 
interest  rate  environnent) ,  a  lender  would  need  to  refund  the 
collateral/  aoat  likely  at  higher  interest  rates.  And,  in  an 
unexpectedly  fast  prepay  scenario  (e.g.,  in  a  low  interest  rate 
environaent) ,  a  lender  would  suffer  penalties  if  it  tried  to 
prepay  an  Federal  Hoae  Loan  BanX  advance.  In  contrast,  debt 
obligations  jpurchased  by  Fannie  Mae  would  be  self  liquidating, 
paying  down  in  tandea  with  the  collateral  aortgages.  The  duration 
of  the  debt  obligation '  and  the  collateral  vould  reaain  aatched 
regardless  6f  the  prepaysent  characteristics  of  the  collateral 
pool. 

Lenders  selling  debt  obligations  to  Fannie  Mae  would  also  get  the 
benefit  of  R£Mic  treatnent/  i.e.,  treating  the  transaction  as  a 
sale  for  tax  purposes,  while  treating  the  transaction  as  a 
financing  for  accounting  (GAAP)  purposes.  An  Federal  Hoae  Loan 
BanX  advance  would  require  the  lending  institution  to  treat  the 
transaction  as  a  financing  for  both  tax  and  accounting  purposes. 

Federal  Home  Loan  BanX  advances  still  have  certain  advantages  over 
our  proposed  prograa.  Lenders  wishing  to  fund  near-par  or  preaiua 
collateral  would  realize  no  benefit  in  electing  REMIC  treataent. 
For  this  reason,  it  is  expected  that  debt  obligations  purchased  by 
Fannie  Mae  will  be  backed  by  seasoned,  belcw-aarXet  rate 
aortgages.  In  addition,  the  initial  setup  procesa  for  the 
proposed  debt  obligationa  will  be  acre  coaplicated  than  a  standard 
Federal  Home  Loan  BanX  advance.  Thus,  it  is  expected  that  lenders 
would  only  use  the  proposed  debt  obligation  structure  to  provide  a 
full  term  funding  for  a  substantial  mortgage  pool,  i.e.,  with  a 
balance  of  at  least  $25  aillion. 

We  anticipate  that  our  prograa  would  compete  with  Federal  Hoae 
Loan  BanX  advances,  as  well  as  with  other  forms  of  financing,  such 
as  private  label  CMOs.  For  small  mortgage  pools,  e.g.,  below  $5 
aillion,  it  may  be  easier  and  acre  cost-effective  to  use  Federal 
Hone  Loan  BanX  advances. 
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9.    Will   theBft  debt  heldlna  Ha  B^pamfeely  talliftd  on  th«  a.HAta 

gjda  gg  ygur  balance  flhWt?  win  you  report  the  macrnttuda  of  tha 
debt  Qbliaatlons  that  are  collateraligad  by  Pannle  Mae  MB^7 


Debt  obligations  collaterallsed  by  oortgagas  and  aortgaga 
aeouritlas  that  ar«  purchasad  under  the  proposed  prograa  will  be 
classified  in  the  saae  aanner  as  would  e  purchase  of  tha 
underlying  collateral,  i.e.,  as  part  of  the  aortgage  portfolio. 
Should  the  aaount  of  such  purchases  becoaa  material,  we  will 
consider  disclosing  this  inforaation  as  a  separate  line  itea  in 
the  balance  sheet.  The  Fannie  Mae  MBS  underlying  the  debt 
obligations  will  be  disclosed  as  Fannie  Mae  MBS  held  in  portfolio, 
as  is  the  current  practice. 
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Executive  Summary  of  Testimony 

House  of  Representatives 

Committee  on  Banking  and  Financial  Services 

Submittee  on  Capital  Markets.  Securities  and  GSEs 

Hearings  on  the  Federal  Home  Loan  Bank  System 

September  28,  1995 

Wlnthrop  Watson,  Vice  President,  J.P.  Morgan 

Acting  as  financial  advisor  to  the  Capital  Restructuring  Task  Force  of  the  Federal  Home  Loan 
Banks,  J.P.  Morgan  completed  a  capital  study  of  the  System  one  year  ago.  We  developed  a 
financial  model  of  the  FHLB,  recommended  a  framework  for  establishing  capital  standards,  and 
identified  and  evaluated  alternative  capital  structures.  My  testimony  discusses  these  economic 
dynamics,  which  remain  true  today. 

The  FHLB  System  and  the  E>istria  Banks  have  generated  solid  absolute  levels  of  earnings  and 
are  attracting  new  members  and  capital.  Nevertheless,  the  profitability  levels  of  the  FHLB  and 
the  District  Banks  when  measured  on  an  ROE  after  REFCORP  basis,  as  well  as  the  trend  toward 
voluntary  members  with  redeemable  capital,  limit  the  range  of  alternatives  for  the  System's 
capital  structure.  Changing  tiie  fixed  FIRREA  payment  to  one  based  on  a  percentage  of 
profitability  relieves  many  of  the  economic  and  structuring  pressures  that  complicate  the 
formulation  of  permanent  capital. 

The  earnings  of  the  District  Banks  are  influenced  by  the  ability  to  leverage  capital  and  invest 
capital.  Under  FIRREA,  the  FHLB  has  experienced  changes  in  the  structure  of  capita]*tieeded  to 
generate  earnings.  The  most  important  changes  are  1)  imposition  of  the  $300  million  annual 
REFCORP  payments  and  the  $100  million  minimum  annual  AHP  obligations;  and  2)  the  fact 
that  the  majority  of  capital  is  now  contributed  by  voluntary  members  having  the  right  to  redeem 
shares  at  par  value  and  leave  the  System  provided  capital  levels  are  not  likely  to  be  impaired. 

At  the  same  time,  the  needs  of  the  System's  key  constituencies  create  pressure  fot  the  Distria 
Banks  to  generate  earnings  and  retain  capital  strength.  Specifically: 

•  Members  require  a  reasonable  return  on  investment,  in  the  form  of  dividends,  and  well- 
priced  services.  This  is  particularly  true  of  the  new  majority  of  voluntary  members,  who 
have  the  right  to  redeem  their  stock  and  leave  the  System. 

•  Members  want  FHLB  capital  to  be  strong  so  they  can  continue  to  cany  die  investments  on 
their  books  at  par  value. 

•  The  U.S.  Treasury  and  HUD  want  certainty  as  to  receipt  of  the  FIRREA  obligations. 

The  tools  available  to  FHLB  management  to  generate  the  earnings  are  tightiy  constrained  by 
market  and  regulatory  forces.  The  pricing  of  assets  and  liabilities  is  largely  determined  by  the 
U.S.  bond  and  mortgage-backed  securities  markets,  and  interest  rate  and  credit  risk  and  limited 
by  FHFB  guidelines.  ConsequenUy,  the  range  of  capital  alternatives  that  satisfy  all  constituences 
is  currentiy  limited  by  the  legislative  and  regulatory  framework  and  economic  environment  that 
drives  the  FHLB's  financial  performance. 

J.P.  Morgan  has  not  taken  a  position  on  any  of  the  legislative  proposals,  but  applaud  the 
Committee  for  its  efforts  to  conduct  a  comprehensive  review  of  the  FHLB  System. 
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House  of  Representatives 

Coaunittee  on  Banking  and  Financial  Services 

Subcommittee  on  Capital  Markets,  Securities  and  GSEs 

Hearings  on  the  Federal  Home  Loan  Bank  System 

Winthrop  Watson,  Vice  President,  J.P.  Morgan 

September  28, 1995 


We  appreciate  the  invitation  by  the  House  of  Representatives'  Subcommittee  on  Capital  Markets, 
Securities  and  GSEs  to  submit  testimony  regarding  the  activities  of  the  Federal  Home  Loan  Bank 
System.  The  thrust  of  this  testimony  is  a  discussion  of  the  financial  performance  of  the  FHLB 
System  and  the  underlying  economic  dynamics  driving  that  performance.  To  address  the  subject, 
my  discussion  will  focus  on  the  following:  1)  key  factors  and  constraints  influencing  financial 
performance;  2)  results  of  J.P.  Morgan's  analysis  of  the  System's  earnings  dynamics:  3)  a 
fi^unework  for  establishing  capital  standards  for  the  System;  and  4)  an  evaluation  of  alternative 
capital  structures.  J.P.  Morgan  has  not  taken  a  position  on  any  of  the  legislative  proposals,  but 
applaud  the  Committee  for  its  efforts  to  conduct  a  comprehensive  review  of  the  FHLB  System. 

I  am  a  Vice  President  of  J.P.  Morgan,  a  global  banking  firm  that  has  built  its  business,  over  150 
years,  on  a  commitment  to  excel  in  serving  clients  with  complex  financial  needs.  E>rawing  on 
commercial,  investment,  and  merchant  banking  traditions,  we  strive  to  be  an  international  leader 
in  c^ability  and  character,  to  chaimel  capital  to  productive  uses,  and  to  earn  superior  returns 
over  time  for  our  shareholders.  J.P.  Morgan's  primary  subsidiaries  are  J.P.  Morgan  Securities 
Inc.,  a  leading  underwriter  of  securities  in  the  United  States;  Morgan  Guaranty  Trust  Company  of 
New  York,  the  fifth  largest  U.S.  bank;  and  J.P.  Morgan  Investment  Management  Inc.,  one  of  the 
world's  pre-eminent  investment  managers,  with  over  $120  billion  in  institutional  assets  under 
management 

My  experience  over  10  years  at  J.P.  Morgan  has  focused  on  providing  adviceand  arranging 
financings  to  financial  institutions.  I  currently  represent  our  Government  Institutions  Group  in 
J.P.  Morgan's  Investment  Banking  Division.  In  that  capacity,  I  am  responsible  for  managing  J.P. 
Morgan's  relationship  with  the  Federal  Home  Loan  Bank  System  and  the  12  District  Banks. 

The  FHLB  System  and  the  12  District  Banks  are  important  clients  to  J.P.  Morgan.  Our  active 
and  ongoing  relationship  includes  underwriting  consolidated  obligations  for  Distria  Banks 
through  the  Office  of  Finance,  entering  into  derivatives  contracts  with  the  Distria  Banks,  and 
selling  securities  to  the  Distria  Banks.  J.P.  Morgan  Securities  Inc.  ranked  second  as  underwriter 
to  the  FHLB  System  through  the  first  half  of  1995. 

Acting  as  financial  advisor  to  the  Capital  Restructuring  Task  Force  of  the  Federal  Home  Loan 
Banks,  J.P.  Morgan  completed  a  capital  study  of  the  System  one  year  ago.  I  managed  the  study, 
in  which  we  developed  a  financial  model  of  the  FHLB,  recommended  a  framework  for  capital 
standards,  and  identified  and  evaluated  alternative  capital  structures.  My  testimony  centers  on 
the  key  economic  dynamics  that  we  identified,  dynamics  that  continue  to  drive  the  FHLB 
System's  financial  performance. 
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Introduction 

The  District  Banks  have  generated  solid  levels  of  earnings  and  are  attracting  new  members  and 
capital.  Nevertheless,  the  profitability  levels  of  the  FHLB  and  the  Distria  Banks,  when 
measured  on  an  ROE  after  REFCORP  basis,  as  well  the  trend  toward  voluntary  members  with 
redeemable  capital,  limit  the  range  of  alternatives  for  the  System's  capital  structure.  Changing 
the  fixed  FIRREA  payment  to  one  based  on  a  percentage  of  profitability  relieves  many  of  the 
economic  and  structuring  pressures  that  complicate  the  formulation  of  permanent  capital. 

Total  returns  to  members  are  composed  of  a  combination  of  the  liquidity  and  funding  benefits  of 
using  the  services  of  the  District  Banks  as  well  as  dividends  paid  on  FHLB  stock.  In  considering 
if  these  returns  reasonable,  we  focused  on  the  ROE  after  REFCORP  as  an  approximation  of  the 
dividend  members  expect  to  receive.  We  assumed  the  returns  to  be  reasonable  If  the  expected 
dividends  cover  the  members'  cost  of  carry  for  their  FHLB  investments.  We  used  the  one-year 
Treasiuy  bill  rate  as  a  proxy  for  the  cost  of  carry.  While  the  returns  generated  by  the  liquidity 
and  funding  benefits  firom  membership  are  significant,  we  believe  that  members,  particularly 
voluntary  members,  will  re-think  membership  status  if  their  expected  longer-term  dividends 
represent  a  negative  cost  of  carry  on  their  Fffl-B  investments. 

Prior  to  the  passage  of  FIRREA,  thrifts  (savings  and  loans  and  savings  banks)  were  the  primary 
institutions  permitted  to  use  the  System,  and  most  of  these  ware  required  by  law  to  be  members. 
In  addition,  each  year  20  percent  of  each  EMstrict  Bank's  net  income  was  retained,  creating  a 
build-up  of  several  billion  dollars  of  additional  capital  in  the  form  of  retained  earnings.  FIRREA 
introduced  a  series  of  changes  including,  among  others:  allowing  conmierdal  banks  to  join  the 
System  voluntarily;  introducing  a  timetable  that  removes  the  mandatory  membership  requirement 
for  state-chartered  thrifts  by  199S;  expropriating  existing  retained  earnings;  and  imposing  a  flat 
$300  million  annual  obligation  until  2030,  used  to  pay  the  interest  on  the  REFCORP  bonds,  as 
well  as  a  $100  million  minimum  public  policy  obligation  for  the  Affordable  Housing  Program. 

As  a  result,  FIRREA  has  introduced  new  risks  to  the  System  in  the  form  of  the  fixed  FIRREA 
obligations  and  the  potential  risk  to  capital  arising  from  the  combination  of  an  increasingly 
voluntary  membership  and  shares  fully  redeemable  at  par  by  voluntary  members.  FIRREA  also 
weakened  the  capital  base  that  provides  a  cushion  against  potential  losses  by  removing  retained 
earnings.  The  District  Banks  are  now  challenged  to  fulfill  these  obligations  and  provide  a 
reasonable  return  to  members  -  -  particularly  as  voluntary  members  now  form  a  majority  of 
memt)ers  and  hold  the  majority  of  capital. 

Key  Factors  and  Constraints  in  Rnandal  Performance 

The  earnings  of  the  District  Banks  are  influenced  primarily  by  the  ability  to  leverage  capital  and 
invest  capital.  With  the  passage  of  FIRREA,  the  FHLB  experienced  changes  in  the  structure  of 
its  capital,  the  most  important  of  which  have  been: 

•  The  inception  of  fixed  annual  FIRREA  obligations,  including  the  $300  million  annual 
REFCORP  payments  through  the  year  2030  and  the  $100  million  minimum  annual 
Affordable  Housing  Program  obligations. 

•  The  sharp  reduction  in  retained  earnings  resulting  from  required  FIRREA  payments  in  1989. 
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•  The  introduction  of  voluntary  members  having  the  right  to  redeem  shares  at  par  value  and 
leave  the  System  provided  capital  levels  are  not  likely  to  be  impaired. 

•  The  emergence  of  voluntary  members  as  the  majority  in  terms  of  numbers  of  members  and 
capital  contributions. 

At  the  same  time,  the  needs  of  its  key  constituencies  create  pressure  for  the  District  Banks  to 
generate  earnings  and  retain  capital  strength.  Specifically: 

•  Members  require  a  reasonable  return  on  investment,  in  the  form  of  dividends,  and  well- 
priced  services.  This  is  particularly  true  of  voluntary  members,  who  contribute  the  majority 
of  the  capital  to  the  FHLB  System  and  have  the  right,  under  many  circumstances,  to  redeem 
their  stock  and  leave  the  System. 

•  Members  want  FHLB  capital  to  be  strong  so  they  can  continue  to  carry  the  investments  on 
their  books  at  par  value. 

•  The  U.S.  Treasury  requires  $300  million  per  year  in  REFCORP  payments. 

•  HUD  requires  a  minimum  of  $100  million  per  year  in  Affordable  Housing  Program 
contributions. 

The  tools  available  to  FHLB  management  to  achieve  these  expectations  are  tightly  constrained 
by  market  and  regulatory  forces: 

•  The  pricing  of  assets  -  advances  and  securities  -  is  largely  determined  by  the  U.S.  bond  and 
mortgage-backed  securities  markets. 

•  The  pricing  of  liabilities  -  deposits,  discount  notes,  and  consolidated  obligations  -  is  largely 
determined  by  the  U.S.  bond  and  mortgage-backed  securities  markets. 

•  Interest  rate  risk  and  credit  risk  are  limited  by  FHFB  guidelines. 

•  Management  risk,  broadly  speaking,  is  limited  by  the  pressures  to  retain  a  AAA  rating  from 
the  major  credit  rating  agencies. 

Model  of  Earnings  Dynamics  ' 

J.P.  Morgan  developed  a  model  for  each  of  the  EHstrict  Banks  and  the  consolidated  System  that 
applies  earnings  after  REFCORP  as  a  proxy  for  dividends  available  to  members.  The  model 
incorporated  growth,  pricing,  and  interest  rate  scenario  assumptions.  The  analysis  revealed: 

•  Earnings  will  be  most  sensitive  to  absolute  capital  levels  at  the  Distria  Banks  and  to  interest 
rates. 

•  Earnings  v^ll  rise  when  coital  levels  rise  and  earnings  will  fall  when  capital  levels  fall: 
however,  ROE  after  REFCORP  remains  relatively  constant  when  capital  levels  fall. 

•  Earnings  and  ROE  after  REFCORP  will  rise  in  high-intoest-rate  environments  and  fall 
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during  low-rate  environments.  Based  on  our  assumptions  about  advance  and  investment 
pricing  in  different  rate  environments,  the  ROE  after  REFCORP  outperfonns  the  one-year 
Treasury  benchmarks  in  our  high-rate  scenario  while  it  falls  slightly  below  tills  benchmark  in 
our  low-rate  scenario. 

•  ROE  after  REFCORP  will  closely  track  the  capital  investment  rate,  which  we  chose  as  the 
one-year  Treasury  bill. 

•  Earnings  are  relatively  insensidve  to  changes  in  advance  growth  rates  in  today's  market 
environment  because  of  the  tight  pricing  levels  District  Banks  can  command  on  advances. 

•  Shrinking  the  capital  base  exaggerates  the  financial  impact  of  the  REFCORP  allocation 
formula. 

Framework  for  Establishing  Capital  Standards 

The  level  of  capital  for  the  FHLB  is  currently  governed  by  two  factors:  1)  It  is  required  to 
maintain  leverage  below  20  times  total  capital;  and  2)  the  members  are  required  to  maintain  an 
investment  in  their  respective  District  Banlcs,  determined  by  their  assets  and  borrowing  levels. 
These  historic  standards  are  determined  by  the  levels  of  membership  capital  required,  not  by  an 
evaluation  of  the  risks  in  the  business.  Under  FIRREA,  tlie  FHLB  has  faced  changes  in  ttie  risks 
it  bears,  the  composition  of  its  members,  and  the  range  of  assets  held  by  the  members. 

The  FHLB  and  the  District  Banks  have  low  levels  of  risk  both  on  an  absolute  basis  and  relative 
to  other  types  of  financial  institutions.  The  primary  risks  tiie  FHLB  face  result  from  the  fixed 
annual  minimum  REFCORP  and  Affordable  Housing  payments  imposed  by  FIRREA.  In 
particular,  the  ability  to  meet  the  FIRREA  obligations  is  most  directly  linked  to  absolute  levels 
of  capital  and  interest  rates.  These  factors  helped  determine  J.P.  Morgan's  recommended 
framework  for  capital  standards: 

•  Minimum  capital  of  2.5  percent  of  equity-to-assets  but  not  less  than  the  net  present  value  of 
the  remaining  REFCORP  obligation  plus  an  adjustment  to  be  determined  by  the  regulator 
firom  time  to  time.  The  adjustment  would  be  based  on  the  potential  need  for  additional 
capital  to  generate  earnings  to  pay  the  FIRREA  obligations  under  various  business 
environments. 

•  Stress  tests  for  interest  rate  risk.  ' 

•  BIS  capital  standards  that  should  form  a  reference  point  for  quantifying  ttie  System's  minimal 
exposure  to  credit  risk.  ' 

In  today's  market,  we  would  initially  recommend  targeting  an  equity-to-assets  r^tio  of  4  percent, 
which  provides  both  adequate  capital  to  meet  the  recommended  framework  and  earnings  to  cover 
tlie  minimum  FIRREA  obligations  in  an  adverse  economic  scenario.  In  the  absence  of  the  fixed 
REFCORP  obligation,  the  net  present  value  of  REFCORP  would  no  longer  be  a  constraint  in  the 
analysis,  and  a  lower  equity-to-assets  ratio  than  4%  would  be  appropriate  as  a  capital  standard 
measure. 
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Evaluation  of  Alternative  Capital  Structures 

As  part  of  the  analysis  of  the  System's  capital  needs,  J.P.  Morgan  was  asked  to  evaluate  a  broad 
spectrum  of  capital  structures  for  the  FHLB.  ranging  from  the  current  structure  to  publicly  traded 
stock;  the  assignment  specifically  requested  analysis  of  each  and  no  recommendation  for  a 
specific  option.  Each  alternative  envisioned  all  or  part  of  the  capital  remain  redeemable  ~ 
provided  the  FHLB  and  each  EHstrict  bank  are  in  compliance  with  capital  standards.  With  each 
alternative  evaluated  against  a  long  list  of  criteria,  no  single  alternative  satisfied  all  criteria  or 
constituencies. 

•  The  current  economic  dynamics  and  profitability  make  public  stock  ownership  an  unlikely 
alternative;  external  shareholders  may  not  be  the  best  economic  owners  since  they  can't  share 
in  the  other  benefits  of  membership. 

•  Preferred  stock  and  subordinated  debt  add  some  element  of  financial  risk  because  they 
require  annual  payments. 

•  The  status  quo  limits  actions  that  increase  the  permanency  of  capital  and  other  measures  of 
capital  flexibility. 

•  Variations  on  straightfcxward  cooperative  ownership  can  include  techniques  such  as 
lengthening  redemption  schedules  and/or  requiring  build-up  of  retained  earnings  that  increase 
permanency;  however,  these  techniques  can  affect  redeemability  of  the  stock  and  the  returns 
available  to  members,  which  could  cause  voluntary  members  to  re-consider  membership. 

•  Multiple  class  ownership  structures  provide  tools  to  address  more  objectives  and  criteria,  but 
they  also  add  significant  complexities  ~  particularly  in  implementation. 

The  limited  profitability  of  the  FHLB  and  the  District  Banks  on  an  ROE  after  REFCORP  basis 
limits  the  range  of  feasible  capital  structiu^  alternatives.  Changing  the  fixed  FIRREA  payment 
to  one  calculated  on  a  percentage  of  profitability  basis  relieves  many  of  the  economic  and 
structuring  pressures  that  complicate  the  formulation  of  permanent  capital  for  the  FHLB. 
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Barry  D.  Crawford 

President  and  Chief  Executive  Officer 

Fidelity  Federal  Savings  Bank 

Richmond,  Virginia 
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TESTIMONY  BEFORE  THE  SUBCOMMITTEE  ON  CAPITAL  MARKETS, 

SECURITIES,  AND  GOVERNMENT  SPONSORED  ENTERPRISES 

U.  S.  HOUSE  OF  REPRESENTATIVES 

September  27-28,  1995 


Mr.  Chairman,  I  am  Barry  D.  Crawford,  president  and  chief 
executive  officer  of  Fidelity  Federal  Savings  Bank  in  Richmond, 
Virginia.   I  have  worked  in  the  thrift  industry  for  32  years,  the 
last  10  years  in  my  present  position.   Fidelity  Federal  has  been 
in  business  for  10  years  and  throughout  that  period  has  been  an 
active  member  of  the  Federal  Home  Loan  Bank  of  Atlanta  ("the 
FHLBank") .   We  now  have  seven  retail  offices  serving  metropolitan 
Richmond  and,  in  general,  fit  the  profile  of  a  typical  community 
financial  institution.   With  $300  million  in  assets  and 
approximately  115  employees,  our  bank  has  about  three  percent  of 
the  retail  market  in  the  area  we  serve. 

Having  a  federal  thrift  charter.  Fidelity  Federal  is  a 
"mandatory"  member  of  the  FHLBank.   I  hasten  to  add  that,  even  if 
our  membership  were  not  required,  we  would  voluntarily  remain  a 
member  of  the  FHLBank.   I  will  elaborate  in  just  a  moment.   Our 
FHLBank  stock  ownership  is  approximately  $2.5  million. 

I  commend  Chairman  Baker  and  the  other  members  of  this 
subcommittee  for  providing  a  forum  in  which  the  operational 
issues  and  business  challenges  facing  the  Federal  Home  Loan  Bank 
System  ("the  System")  can  be  aired.   It  is  my  hope  that  these 
oversight  hearings  will  serve  as  part  of  a  series  of  evolutionary 
steps  wherein  Congress  further  facilitates  the  process  by  which 
legitimate  market  forces,  operating  through  the  stockholder/ 
customers  of  the  Federal  Home  Loan  Banks,  ultimately  shape  and 
give  future  direction  to  the  System. 

Today,  with  your  permission,  I  would  like  to  briefly  address 
a  number  of  issues  involving  the  System,  including  governance  and 
management,  voluntary  membership,  the  importance  of  the  FHLBanks' 
mission,  and  the  possibility  of  System  consolidation. 

1.   Governance  and  Management. 

I  currently  have  the  honor  of  representing  Virginia's 
FHLBank  stockholder  institutions  as  an  elected  member  of  the 
Board  of  Directors  of  the  FHLBank  of  Atlanta.   Prior  to  joining 
the  Board  of  Directors,  I  had  followed  the  FHLBank 's  progress 
with  interest  over  the  years,  but  as  you  might  expect  my  exposure 
was  primarily  through  the  Bank's  annual  and  interim  reports  to 
stockholders.   Since  joining  the  Board  in  January  1994,  I  have 
gained  a  much  broader  perspective  on  the  condition  of  the  FHLBank 
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and  the  way  in  which  it  is  managed. 

In  addition,  having  served  on  the  System's  Governmental 
Affairs  Committee  (a  group  of  Bank  stockholder  representative 
directors  and  officers  from  each  of  the  12  FHLBanks) ,  I  have  had 
some  exposure  to  the  other  FHLBanks'  management  and  directors.   I 
might  add  that  throughout  this  activity  I  have  seen  nothing  which 
leads  me  to  doubt  that  all  12  FHLBanks  are  properly  and 
conservatively  managed  institutions. 

Reinforcing  the  information  I  have  gathered  through 
participation  in  Bank  and  System  activities,  the  Federal  Housing 
Finance  Board  provides  each  FHLBank  director  monthly  and  periodic 
reports  on  Bank  System  operations,  including  detailed  reports  on 
each  Bank. 

It  is  also  noteworthy  that  the  FHLBanks  are  regularly 
examined  by  the  Federal  Housing  Finance  Board,  with  particular 
scrutiny  being  given  to  investments  and  financial  management 
policy,  interest  rate  risk,  operational  results,  and  the 
affordable  housing/community  investment  aspects  of  their  overall 
mission.   The  examinations  are  detailed  and  rigorous  and  serve  as 
an  informational  tool  for  the  directors  and  management.   Further, 
each  FHLBank  has  an  independent  external  audit  conducted  annually 
and  an  ongoing  internal  audit  function,  the  results  from  both  of 
which  come  directly  to  each  FHLBank  director.   In  summary,  I 
think  it  is  fair  to  say  each  FHLBank  director  receives  a  broad 
variety  of  insightful  information  and  evaluation  reports  on  the 
operations  ^nd  condition  of  his  FHLBank  in  addition  to  the  normal 
monthly  performance  and  policy  reports  provided  by  management. 

As  for  financial  management,  the  FHLBanks,  as  you  know,  have 
a  common,  Systemwide  financial  management  policy.   The  Atlanta 
Bank's  financial  management  policies,  as  adopted  by  the  Board  of 
Directors,  are  even  more  restrictive  than  those  incorporated  in 
the  "umbrella"  financial  management  policy  for  the  System.   Based 
on  my  observations,  it  appears  most,  if  not  all,  other  District 
FHLBanks  take  a  similar  approach,  wherein  their  own  financial 
management  policies  are  even  more  conservative  than  those  that 
exist  for  the  System  as  a  whole. 

The  Atlanta  Bank's  Board  of  Directors  has  a  committee 
structure  (with  five  standing  committees  and  the  executive 
committee)  that  enables  the  Board  to  exercise  close  scrutiny  of 
Bank  operations  and  provide  valuable  guidance  to  management.   The 
Board  generally  meets  monthly,  and  the  main  committees,  such  as 
Audit  and  Finance,  meet  quarterly.  I  believe  the  other  District 
Banks'  boards  are  similarly  structured  and  operate  largely  as  the 
Atlanta  Bank's  Board  does.    ' 

Most  of  the  comprehensive  studies  of  the  System  conducted  by 
various  agencies  and  committees  have  concluded,  among  other 
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things,  that,  while  regulation  of  the  System  is  good,  it  could  be 
further  enhanced  by  being  separated  from  governance  of  the 
FHLBanks.   I  endorse  this  finding,  because  I  believe  market 
forces  operate  best  when  each  FHLBank's  management,  which  is 
directly  answerable  to  the  FHLBank's  stockholders  and  the  Board 
of  Directors,  has  the  ability  to  manage  the  Bank  in  the  context 
of  its  particular  regional  conditions.   Moreover,  this  approach 
operates  best  under  the  scrutiny  and  supervision  of  a  strong, 
independent  regulator  whose  role  focuses  exclusively  on  safety 
and  soundness  and  is  not  clouded  by  governance  issues. 

2.   Voluntary  Membership. 

I  support  the  provision  in  the  original  version  of  the 
System  Modernization  bill  that  would  have  made  membership  in  the 
System  voluntary  for  all  members.   I  believe  the  FHLBanks  have 
demonstrated  their  value  and  am  confident  that  legitimate  market 
forces  will  ensure  their  continued  strength  and  vitality.   In  my 
opinion,  few  "mandatory"  members  will  leave  the  System  if 
membership  becomes  voluntary.   In  the  best  interests  of  the 
member  institutions  and  the  American  public,  let's  let  the  market 
decide. 

I  might  add  that,  when  membership  becomes  voluntary,  it  will 
be  very  important  for  the  FHLBanks  to  maintain  their 
attractiveness,  both  as  an  investment  that  pays  competitive 
dividends  and  as  a  provider  of  high-quality  products  and 
services.   I  am  pleased  to  say  the  Atlanta  FHLBank  passes  both 
tests  with  high  marks  now,  and  I  certainly  want  to  see  this 
attractiveness  maintained,  for  the  sake  of  the  members  as  well  as 
for  the  Bank  itself. 

With  regard  to  the  payment  of  attractive  dividends,  it 
should  be  mentioned  here  that  there  is,  in  fact,  a  cost  of 
FHLBank  membership,  and  that  is  the  alternative  income  an 
institution  must  forgo  in  order  to  hold  the  required  amount  of 
FHLBank  stock.   The  $2.5  million  in  FHLBank  stock  that  my 
institution  holds  represents  10  percent  of  the  capital  of  our 
bank.   At  a  minimum,  we  need  to  have  that  investment  returning  a 
positive  yield  after  funding  costs;  ideally,  the  investment 
provides  a  reasonable  return  on  allocated  capital  after  deducting 
funding  costs.   The  Atlanta  FHLBank  has  done  well  in  recent 
years,  typically  paying  annualized  quarterly  dividends  that  are 
comfortably  above  the  average  90-day  Treasury  Bill  rates. 
Nevertheless,  the  return  on  our  FHLBank  stock  cannot  be  expected 
to  compare  with  the  yield  on  our  loans,  for  example.   Thus,  if 
the  required  amount  of  members'  investment  in  FHLBank  stock  could 
be  lowered  and  perhaps  even  capped  at  a  dollar  limit  if  an 
FHLBank  already  held  ample  capital,  this  would  be  a  positive 
development  for  all  members.   It  would  be  especially  useful  in 
making  membership  attractive  to  large  institutions,  some  of  which 
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now  find  FHLBank  membership  relatively  undesirable  because  of  the 
large  commitment  of  funds  required  to  meet  the  stock  requirement. 

One  aspect  of  the  shift  to  an  all-voluntary  membership  is 
the  issue  of  the  redeemability  of  FHLBank  capital  stock.   As 
several  of  the  recent  agency  studies  have  recommended,  the 
creation  of  a  permanent  or  nearly  permanent  form  of  capital  would 
be  a  sound  move.   It  would  be  prudent  even  if  membership 
regulations  were  not  to  change,  but  the  implementation  of  an  all- 
voluntary  system  of  membership  would  make  such  an  enhancement  to 
the  FHLBanks'  capital  structure  even  more  imperative. 

It  also  seems  to  me  that  there  are  various  approaches  to 
putting  such  a  "permanent"  capital  structure  in  place,  and  what 
may  be  the  right  approach  for  one  FHLBank  may  not  be  best  for 
all.   Consequently,  allowing  some  flexibility  so  that  each 
FHLBank  may  select  the  approach  (within  a  limited  number  of 
predetermined  options)  that  best  suits  the  needs  of  its  members 
and  region  (as  private  sector  financial  institutions  do  today) 
just  makes  good  sense.   In  taking  such  a  step  it  is  also 
important  for  Congress  to  be  cognizant  that  the  FHLBank  System 
needs  to  be  a  market-driven  system  that  works  well  for  all 
members,  large  and  small.   For  if  the  System  cannot  retain  its 
large  members,  then  it  will  be  unable  to  fulfill  its  mission 
optimally  for  any  of  its  members.   The  System  Banks  are  an 
invaluable  resource  for  smaller  community-based  institutions, 
both  thrifts  and  commercial  banks.   At  the  same  time,  they  cannot 
perform  that  function  in  an  economically  viable  way  unless  they 
are  also  serving  the  needs  and  capturing  the  business  of  their 
larger  member /customers. 

I  might  add,  at  this  point,  that  some  members  have  a  concern 
about  their  investment  in  the  FHLBank  System.   On  at  least  two 
occasions  Congressional  action  has  resulted  in  confiscation  of 
capital  from  the  FHLBanks  (and  thus  from  their  owners) .   I 
believe  Congress  has  an  opportunity  here  to  lay  to  rest  any  idea 
that  such  action  might  re-occur.   This  would  help  alleviate  the 
concern  of  those  members  who  remember  the  earlier  instances  and 
should  facilitate  the  FHLBanks'  efforts  to  build  and  retain  a 
strong  and  "permanent"  capital  base. 

3.   Importance  of  the  FHLBanks'  Mission. 

The  FHLBank  System  for  many  years  had  a  traditional  role  of 
providing  a  "correspondent  banking  network"  for  the  thrift 
industry.   That  role  has  been  eroded  by  industry  evolution  and 
other  developments,  but  the  need  for  a  system  like  the  FHLBank 
System  has  increased,  not  diminished. 

In  many  economic  markets  or  cycles,  there  simply  is  no 
alternative  to  the  funding  offered  by  the  FHLBanks.   Under  some 
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conditions,  deposits  do  not  provide  all  the  needed  funds,  and  all 
too  often  the  terms  and  maturities  available  on  deposits  simply 
make  then  unsuitable  funding  for  longer-term  assets. 
Unfortunately,  most  alternative  funding  sources  are  simply  not 
available  to  smaller  institutions.   And  often,  loans  in  portfolio 
are  not  easily  sold  in  the  secondary  market. 

At  Fidelity  Federal,  the  availability  of  short-  and  long- 
term  credit  is  the  overriding  reason  that  we  value  our  membership 
in  the  Atlanta  FHLBank.   With  about  $300  million  in  assets,  we 
have  approximately  $40  million  in  FHLBank  advances  outstanding, 
and  we  have  maintained  roughly  that  level  of  advances  for  the 
past  few  years.   About  50  percent  of  our  advances  comprise 
longer-term,  fixed-rate  borrowings  which  we  use  to  help  match 
pricing  and  maturities  of  our  assets.   Equally  important  to  us 
are  our  short-term  borrowings,  which  serve  as  an  important  source 
of  liquidity.   If  we  did  not  have  access  to  the  FHLBank,  there  is 
no  other  source  that  I  am  aware  of  for  these  types  of  borrowings 
for  an  institution  of  our  size;  we  would  be  forced  to  cut  back  on 
our  lending,  perhaps  reducing  our  loans-to-deposits  ratio  to  85 
percent  from  the  current  110  percent.   Since  most  of  our  loans 
are  residential  or  consumer  in  nature,  we  would  have  to  scale 
back  our  support  of  housing  and  consumer  purchases. 

We  also  use  the  FHLBank  as  custodian  for  securities,  and 
they  do  an  excellent  job  for  us.   They  are  also  our  bank  of 
choice  for  our  central  checking  (or  disbursement)  account.   The 
FHLBank' s  extremely  low  operating  expenses  make  them  an  excellent 
funding  source  and  provider  of  traditional  correspondent  banking 
services.   We  believe  they  are  the  consummate  "low-cost 
producer . " 

A  final  comment  about  the  FHLBanks'  mission:  the  affordable 
housing/community  development  aspects  of  the  overall  mission  are 
extremely  relevant  to  today's  banking  environment,  particularly 
for  community  banks  like  Fidelity  Federal.   We  have  been  a  long- 
time user  of  the  Atlanta  FHLBank 's  Community  Investment  Program 
("CIP");  we  were  the  twelfth  FHLBank  of  Atlanta  member  to  use 
this  loan  program,  back  in  1990,  and  have  used  CIP  six  more  times 
since  then,  having  borrowed  a  cumulative  total  of  more  than  $16 
million.   All  of  those  advances  were  used  to  support  single- 
family  mortgage  lending  to  families  with  incomes  up  to  115 
percent  of  the  area  median.   We  have  also  had  a  successful 
application  for  an  Affordable  Housing  Program  ("AHP")  subsidy. 
We  recently  received  approval  for  a  $24,000  direct  AHP  subsidy 
for  the  Cary  2000  Homeownership  Initiative,  consisting  of  six 
townhouse  units  for  very  low-income  buyers.   The  AHP  is  a  very 
popular,  efficient,  and  effective  program,  and  it  enables  us  to 
be  of  meaningful  assistance  in  our  community. 


282 


4.  Consolidation. 

The  12  FHLBanks  are  all  different;  they  have  their  own 
character  and  personality.   In  fact,  their  individual  ability  to 
tailor  their  policies  and  management  practices  to  meet  the  needs 
of  their  specific  customers  and  market  environment  is  one  of  the 
most  attractive  features  of  the  System.   Their  diversity  is  a 
strength  of  the  System. 

We  see  no  need  for  consolidation  within  the  FHLBank  System 
at  the  present  time.   However,  it  would  seem  wise  to  include  in 
future  legislation  a  mechanism  that  could  be  used  should  any 
consolidation  in  the  System  become  necessary  or  desirable  in 
order  to  respond  to  unusual  circumstances  or  contingencies  that 
might  develop.   In  my  view,  the  best  way  to  do  this  would  be  to 
simply  allow  market  forces  to  work  by  clearly  giving  each 
FHLBank 's  Board  of  Directors  and  shareholders  the  authority  to 
merge  their  FHLBank  with  another  if  circumstances  indicate  that 
is  an  appropriate  step.   To  me  that  is  a  far  better  way  to 
approach  this  issue  than  any  arbitrary  consolidation  that  might 
be  conceived  by  Congress  or  a  regulator. 

5.  REFCORP . 

I  support  the  desire  reflected  in  the  original  version  of 
the  "Federal  Home  Loan  Bank  System  Modernization  Act  of  1995"  to 
change  the  formula  for  the  Refcorp  obligation  of  the  FHLBanks. 
However,  I  believe  it  is  important  to  recognize  that  there  are 
other,  equally  important  issues  that  can  and  should  be  addressed, 
which  should  not  be  held  up  because  of  differences  over  the 
Refcorp  issue.   These  include  such  matters  as  governance  and 
regulation,  capital  requirements,  membership  eligibility  and,  of 
particular  emphasis,  voluntary  memJaership. 

6.  Concluding  remarks. 

Mr.  Chairman,  this  concludes  my  testimony.   I  will  close  by 
expressing  my  confidence  in  the  FHLBank  System  as  a  business 
enterprise  of  distinction.   This  System  will  thrive  if  market 
forces  are  allowed  to  work  as  they  should.   In  turn,  a  healthy 
FHLBank  System  will  continue  helping  Americans  finance  their 
homes  as  they  have  since  1932. 

I  appreciate  this  opportunity  to  give  my  impressions  of  the 
FHLBank  System.   Thank  you  for  inviting  me  to  participate. 

### 


283 


PNC  Bank,  NjV.  Joe  R.  Irwin 

Fifth  Avenue  and  Wood  Street  Executive  Vice  President 

Pittsburgh.  PA  15265  Chief  Investment  Officer 
412  762  2674  Tel 


PNCBANK 


September  22,  1995 

The  Honorable  Richard  H.  Baker 

Chairman,  Subcommittee  on  Capital 

Markets,  Securities,  and  Government 

Sponsored  Enterprises  of  the 

Committee  on  Banking  and  Financial  Services 

U.  S.  House  of  Representatives 

One  Hundred  Fourth  Congress 

2129  Rayburn  House  Office  Building 

Washington,  DC  2  0515 

Dear  Congressman  Baker: 

I  am  Joe  R.  Irwin,  Executive  Vice  President  and  Chief  Investment 
Officer  of  PNC  Bank  Corp.  PNC  Bank  Corp.  is  a  $62  billion  bank 
headquartered  in  Pittsburgh,  PA.  Partially  through  mergers  and 
partially  through  our  own  initiatives,  we  are  currently  members  of 
the  Pittsburgh,  Cincinnati,  Boston,  and  San  Francisco  Federal  Home 
Loan  Banks.  Our  capital  investment  in  each  Home  Loan  Bank  is  as 
follows:  Pittsburgh,  $154,523,100;  Cincinnati,  $40,900,300; 
Boston,  $10,471,600;  and  San  Francisco,  $26,777,300.  PNC  Bank 
Corp.'s  total  capital  as  of  June  30,  1995,  was  $4,436  million. 

In  reference  to  your  letter  to  me,  dated  September  8,  1995,  I 
submit  the  following: 

Question  1 

PNC  Bank,  N.A.  and  PNC  Bank,  Ohio  joined  the  FHLB  in  1993  to 
diversify  our  sources  of  purchased  funds.  PNC  Bank, 
Massachusetts  was  a  member  of  the  Boston  FHLB  when  it  was 
acquired  by  PNC  Bank  Corp.  and  has  continued  its  membership  to 
augment  its  funding  sources.  Our  membership  in  the  San 
Francisco  FHLB  is  the  result  of  our  acquisition  of  The  Sears 
Mortgage  Banking  business  in  1993  and  is  currently  winding 
down  as  the  deposit  liabilities  and  FHLB  borrowings  mature. 
We  do  not  currently  use  the  San  Francisco  FHLB  as  a  new  source 
of  funds.  We  do  not  use  any  FHLB  as  a  permanent  source  of 
funding.  As  a  large  regional  bank,  we  analyze  many  different 
sources  of  funds  and  will  normally  borrow  money  from  the  least 
expensive  source  which  meets  our  maturity  and  dollar 
requirements.   Our  outstandings  as  of  June  30,  1995,  are  as 
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follows:  Pittsburgh  FHLB,  $1,104,256,000;  Cincinnati  FHLB, 
$51,000,000;  Boston  FHLB,  $44,176,000;  and  San  Francisco  FHLB, 
$487,000,000.  Those  amounts  today  are  about  $600  million 
higher,  totaling  $2.4  billion.  If  there  were  no  FHLB  system, 
we  would  use  such  sources  as  Certificates  of  Deposit,  Bank 
Notes,  Commercial  Paper,  Medium-Terra  Notes,  Commercial  Bank 
Borrowings,  Federal  Funds,  Repurchase  Agreements,  etc.  While 
as  you  can  see,  we  are  an  active  participant  in  the  FHLB 
system  and  believe  it  is  advantageous  to  PNC  Bank,  we  do  have 
available  to  us  alternative  sources  of  funds  if  there  were  no 
FHLB  system. 


Question  2 


PNC  Bank  agrees  that  the  FHLB  provides  a  dependable  source  of 
liquidity  and  we  attach  a  great  deal  of  value  to  that 
liquidity.  Liquidity  alone,  however,  does  not  necessarily 
enable  member  institutions  to  hold  longer-term  assets.  As  we 
have  seen  over  the  past  15  years,  interest  rate  volatility  has 
been  substantial  and  liquidity  does  not  protect  an  institution 
from  volatile  interest  rates.  Interest  rate  risk  is  dependent 
on  an  institution's  total  balance  sheet  and  the 
characteristics  of  all  assets  and  liabilities.  At  PNC  Bank, 
our  primary  limits  on  interest  rate  risk  state  that  net 
interest  income  cannot  be  adversely  effected  by  a  change  in 
rates  of  100  basis  points  by  more  than  3%  in  year  one  and  6% 
in  year  two. 


Question  3 


The  FHLB  system  provides  other  assistance  to  PNC  Bank  through 
funding  various  CRA  initiatives.  We  have  used  the  FHLB  system 
to  assist  us  in  accomplishing  our  CRA  objectives.  I  should 
note  that  PNC  Banks  have  outstanding  CRA  ratings  by  the 
Comptroller  of  the  Currency.  I  have  no  experience  with  the 
FHLB  system  for  traditional  correspondent  banking  services 
because  we  do  not  use  any  FHLB  for  those  services.  I  do 
wonder,  though,  why  a  GSE  offers  services  that  are  readily 
available  in  the  private  sector. 


Question  4 


PNC  Bank  evaluates  its  investment  in  the  FHLB  system  annually. 
PNC  Bank  would  become  concerned  about  our  investment  if  the- 
marketplace  increased  the  spread  on  FHLB  borrowings  over 
treasury  securities  so  that  the  FHLB  could  not  provide  PNC 
Bank  with  funds  at  a  competitive  rate.  The  percentage  of  our 
capital  invested  in  the  FHLB  system  is  5%. 
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Ouestion  5 


While  not  insignificant,  the  dividend  we  receive  is  part  of 
the  overall  analysis  which  we  perform  to  determine  whether  or 
not  our  membership  is  worthwhile.  The  decision  to  join  the 
FHLB  of  Pittsburgh  and  Cincinnati  was  made  in  anticipation  of 
borrowing,  not  for  the  dividend  yield.  The  Committee  might 
find  it  interesting  that  the  dividend  yields  vary  between  the 
various  FHLB's,  as  do  the  rates  and  terms  for  lending.  Our 
experience  has  been  that  the  Pittsburgh  FHLB  provides  the 
highest  dividend  yield  and  the  lowest  borrowing  costs. 


Question  6 


PNC  Bank  Corp.  has  limited  information  at  hand  about  the 
investment  practices  of  the  12  FHLB's,  especially  those  8 
FHLB's  where  we  are  not  members. 


Question  7 


PNC  Bank  Corp.  does  not  currently  participate  in  the 
governance  of  the  FHLB's.  If  PNC  Bank  continues  to  receive 
the  same  benefits  as  from  our  regional  FHLB  memberships,  i.e., 
low  cost  of  borrowing,  dividend  yield,  liquidity  and  CRA 
support,  we  would  be  indifferent  to  owning  stock  in  a  National 
FHLB. 
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Testimony  of  Charles  Rinehart 

Chainnan  and  CEO  of  Home  Savings  of  America 

before  the 

Subcommittee  on  Capital  Markets,  Securities  and  Government  Sponsored  Enterprises 

House  Committee  on  Banking  and  Financial  Services 

Oversight  Hearings  on  the  Federal  Home  Loan  Bank  System 

September  28,  1995 


Mr.  Chairman  and  members  of  the  subcommittee,  I  appreciate  the  opportunity  to 
testify  today  at  these  oversight  hearings  on  the  Federal  Home  Loan  Bank  system.    My 
name  is  Charles  Rinehart  and  I  am  the  chairman  and  chief  executive  officer  of  Home 
Savings  of  America.   We  are  the  nation's  largest  thrift  with  more  than  $50  billion  in 
assets.   We  are  also  the  largest  single  investor  in  the  Federal  Home  Loan  Bank  system 
with  more  than  $400  million  of  capital  at  risk.   It  is  from  that  perspective  that  I  would 
like  to  share  with  you  our  concerns  over  the  future  direction  of  the  system. 

Mr.  Chairman,  we  strongly  support  your  efforts  to  reform  and  modernize  the 
Federal  Home  Loan  Bank  system.   We  especially  appreciate  the  provisions  in  your  bill  on 
voluntary  membership  and  lower  stock  purchase  requirements. 

I'd  like  to  start  my  testimony  by  drawing   from  recent  history.    The  FSLIC 
debacle  of  the  80's,  which  we'd  all  like  to  forget,  has  some  lessons  which  we  could  well 
repeat  with  the  Home  Loan  Bank  system  if  we  are  not  careful.   The  basic  cause  was  the 
government  established  policy  which  essentially  allowed  selected  S&L  owners  with  little 
or  no  personal  stake  in  their  own  instimtions  to  gamble  with  other  people's  money.    Such 
gambles  were  particularly  high  risk  and  the  resultant  losses  were  predictable. 

Now  let's  talk  about  the  Federal  Home  Loan  Bank  system  and  I  think  you'll  see  a 
striking  parallel! 

1.  The  current  system  consists  of  twelve  separate  banks.   These  banks  are  jointly 
and  severally  liable  under  present  legislation  which  means  that  the  failure  of  any 
of  these  entities  will  result  in  a  loss  of  capital  by  the  members  of  all  the  remaining 
banks. 

2.  Each  bank  has  its  own  board  of  directors  consisting  of  14  members.   Six  of 
those  members  are  appointed  by  the  Federal  Housing  Finance  Board  and  have  no 
investment  in  the  bank.   This  means  policy  can  be  enacted  without  having  the 
concurrence  of  a  majority  of  the  directors  who  actually  have  a  stake  in  the  system. 

3.  As  I  said  previously,  we  are  the  largest  investor  in  the  entire  system.   Yet 
despite  our  $400  million  being  at  risk  to  the  misadventures  of  any  one  of  the 
banks,   we  have  minimal  knowledge  of  and  absolutely  no  influence  on  their 
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practices.   Even  within  our  own  bank  the  archaic  voting  practices  give  us  less  than 
our  proportionate  share  of  the  votes  in  electing  directors. 

4.  Our  membership  status  in  the  system  is  mandatory.    This  means  even  if  we 
were  aware  of  unsafe  practices  by  another  bank  in  the  system,  we  would  not  have 
the  opportunity  of  removing  our  capital  from  harm's  way.     This  removes  a  major 
check  and  balance  from  ensuring  sound  investment  practices  which  we  feel  is 
critical  during  this  time  when  many  banks  are  investing  in  complex  arbitrage 
activities. 

5.  The  system  by  every  measure  has  too  much  capital.   Initially  this  might  seem 
like  protection  but  that  is  only  an  illusion.   The  reality  is  that  too  much  capital 
puts  pressure  on  the  presidents  to  increase  earnings  in  order  to  make  satisfactory 
returns  for  its  members  on  all  that  capital.   This  can  cause  banks  to  seek  assets 
outside  the  traditional  assets  of  the  system.    Again  as  we  saw  in  the  FSLIC 
situation  when  this  occurred,  disaster  wasn't  far  behind. 

6.  The  system  is  additionally  burdened  with  a  fixed  REFCORP  tax  of  $300 
million  per  year  and  an  Affordable  Housing  Program  tax  of  $100  million  per  year. 
Neither  of  these  taxes  is  endemic  to  the  basic  business  of  the  banks  and 
consequently  they  place  even  further  pressure  on  each  bank  to  earn  income  to  pay 
these  taxes. 

In  summary,  we  have  a  system  that  is  incented  to  take  risks,  governed  by  twelve 
separate  entities  and  not  accountable  to  the  people  who  have  the  major  amounts  of  money 
at  risk.    It's  a  train  wreck  waiting  to  happen. 

And  that  is  not  the  whole  story.    The  nature  of  the  formula  for  the  REFCORP  tax 
has  another  insidious  effect.   Because  it  is  not  spread  evenly  throughout  the  system  it 
creates  mistrust  and  intramurals  within  the  system.   Most  recently  it  led  to  a  decision  by 
the  Federal  Housing  Finance  Board  to  ban  a  practice  of  using  a  common  financial 
instrument  (reverse  repos)  out  of  concern  it  was  distorting  the  REFCORP  result.    Yet 
without  that  product  the  system  is  not  always  competitive  with  outside  sources  and, 
therefore,  loses  the  business  altogether.    Thus  the  effect  is  to  limit  the  systems  intended 
use  to  its  members  while  depriving  it  of  traditional  assets  and  profits. 

So  what  should  be  done? 

First,  there  should  be  one  single  bank  with  election  of  directors  based  on  share 
ownership.   This  system  ensures  that  those  with  the  money  at  risk  have  oversight  of  the 
investment  decisions. 
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Second,  membership  should  be  voluntary.   This  allows  any  member  who  feels  the 
investment  strategy  of  the  bank  is  inconsistent  with  its  own  safety  and  soundness 
standards  to  withdraw  its  funds  and  thereby  protect  its  shareholders,  depositors  and  the 
present  deposit  insurance  fund.    As  an  aside  it  is  both  ironic  and  contradictory  that  the 
FHLB  is  viewed  as  such  a  huge  benefit  to  its  members  that  the  government  can 
continuously  add  more  and  more  burdens  and  yet  at  the  same  time  it  is  necessary  to  make 
membership  mandatory. 

Third,  the  capital  requirements  should  be  brought  to  levels  consistent  with  other 
GSE's  engaged  in  the  same  risk  profile  of  businesses.   This  will  allow  the  banks  to 
generate  reasonable  returns  from  their  traditional  businesses  and  remove  a  large  portion 
of  the  incentive  to  gamble. 

Fourth,  the  REFCORP  burden  should  be  removed  from  the  system.   As  long  as 
REFCORP  remains,  it  will  be  difficult  to  truly  modernize  the  system  since  everything 
will  be  overridden  by  the  issue  of  who  pays.   What  to  do  with  REFCORP?   Include  it 
with  FICO  and  have  it  shared  by  all  depository  institutions  since  it  is  all  the  same  kind  of 
cost  related  to  the  failure  of  the  deposit  insurance  system  and  has  nothing  to  do  with  the 
FHLB  system. 

Fifth,  the  Federal  Deposit  Insurance  Corporation  should  be  the  safety  and 
soundness  regulator  of  the  system.   It  is  ultimately  the  FDIC  funds  that  are  at  risk  since  it 
would  be  the  sizable  S&L  capital  in  the  system  that  would  be  impaired  by  a  major  asset 
miscue.    This  ultimately  could  require  the  FDIC  to  step  up  to  the  depositors. 

Sixth,  the  bank  system  can  not  be  continuously  viewed  as  a  government  piggybank 
to  fund  whatever  social  purpose  happens  to  be  popular  with  its  oversight.    The  current 
burden  on  the  system  already  exceeds  the  value  of  the  implied  government  guarantee.   In 
the  interest  of  time  I  won't  go  in  to  the  math  but  would  be  happy  to  provide  details. 
Rather,  it  would  be  more  appropriate  to  just  impose  a  tax  equal  to  the  value  of  the 
implied  guarantee  to  fund  whatever  programs  the  government  wants.   The  advantage  to 
the  membership  is  that  the  cost  would  be  known  whereas  social  agenda  that  involve  the 
development  of  assets  outside  the  traditional  sector  can  lead  to  credit  problems  many 
times  greater.   As  an  aside,  it  would  probably  make  sense  to  treat  all  GSE's  the  same 
with  respect  to  the  value  of  these  implied  guarantees. 

If  the  foregoing  changes  cannot  be  implemented  immediately,  there  are  a  number 
of  steps  which  could  be  taken  to  move  the  system  in  the  right  direction: 
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1 .  We  recommend  that  the  mission  statement  for  the  Bank  system  be  amended  to 
emphasize  that  the  Home  Loan  Banks  are  not  only  profit-making  enterprises  but 
also  are  privately  owned  by  their  members  and  are  intended  to  provide  services  to 
their  members  at  the  wholesale  level.    The  term  "privately  owned"  is  intended  to 
discourage  the  notion  that  the  Banks  are  federal  agencies  dispensing  federal 
money.    The  term  "wholesale"  is  intended  to  focus  the  Banks  towards 
complementing  the  activities  of  primary  lenders  and  away  from  any  attempts  to 
displace  those  activities. 

2.  We  recommend  that  legislation  require  the  Treasury  to  conduct  a  detailed 
study  of  the  feasibility  of  privatising  the  Federal  Home  Loan  Bank  system.    Many 
members  of  the  system  would  support  privatization  because  we  need  an  efficient 
central  lending  facility  that  will  help  us  perform  our  job. 

3.  We  recommend  that  each  Bank  be  required  to  maintain  a  stand-alone  triple  A 
credit  rating  from  one  of  the  major  credit  rating  agencies.    A  stand-alone  rating  is 
based  solely  on  the  balance  sheet  of  the  Bank  without  regard  to  the  implicit  federal 
guarantee  afforded  by  its  GSE  status. 

4.  We  recommend  that  all  investment  arbitrage  operations  be  centralized  in  the 
Office  of  Finance  and  that  this  Office  be  governed  by  a  board  of  directors  elected 
by  all  of  the  shareholders  on  a  one-share-vote  basis.   Each  Bank  would  be 
required  to  contribute  a  pro-rata  share  of  capital  to  back-up  the  operations  of  the 
Office.   The  12  Banks  would  then  be  free  to  concentrate  on  their  core  mission  of 
making  advances  to  members. 

5.  We  recommend  that  all  of  the  elected  directors  be  elected  on  the  basis  of  one- 
share,  one-vote.   This  will  insure  that  larger  institutions  with  a  better 
understanding  of  risk  management  will  have  a  more  active  representation  on  the 
boards  of  the  Home  Loan  Banks.    You  may  wish  to  consider  a  system  of 
cumulative  voting  to  assure  that  all  stockholders  are  able  to  obtain  representation 
on  the  board.   Many  private  corporations  have  adopted  cimiulative  voting 
procedures  for  this  very  reason. 

6.  We  recommend  that  the  number  of  appointed  directors  on  each  board  be 
reduced  to  a  smaller  percentage  of  the  total.    If  the  Congress  expects  the  Home 
Loan  Banks  to  be  run  more  like  a  business,  then  it  is  clearly  inconsistent  to  give 
43  percent  of  the  director  seats  to  political  appointees  with  no  financial  stake  in 
the  enterprise. 

Mr.  Chairman,  I  appreciate  the  opportunity  to  provide  our  views  on  the  Home 
Loan  Bank  system.    We  would  be  pleased  to  work  with  you  and  your  staff  to  strengthen 
the  role  of  stockholder  oversight  as  your  legislation  moves  forward. 
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Introduction 

Mr.  Chairman  and  members  of  the  subcommittee,  my  name  is  Charles  W  Smith.  I 
am  President  and  Chief  Executive  Officer  of  Granite  Bank,  a  state-chartered  commercial 
bank  headquartered  in  Keene,  New  Hampshire,  Granite  Bank  is  the  principal  subsidiary  of 
Granite  State  Bancshares,  a  $335  million  bank  holding  company,  of  which  I  am  Chairman 
of  the  Board  and  Chief  Executive  Officer. 

I  appear  before  the  subcommittee  this  morning  in  my  capacity  as  chief  executive  of 
Granite  Bank.  I  would  like  to  note  that  I  also  serve  as  a  director  of  the  Federal  Home 
Loan  Bank  of  Boston,  a  position  I  have  held  since  January,  1995. 

I  am  very  honored  and  pleased  to  have  this  opportunity  to  participate  in  these 
oversight  hearings  on  the  Federal  Home  Loan  Bank  System. 

Granite  Bank  is  a  shareholder  of  the  Home  Loan  Bank  of  Boston.  Our  investment 
in  the  Home  Loan  Bank  dates  to  1981,  when  our  institution  was  known  as  Keene  Savings 
Bank.  We  placed  a  high  value  on  Home  Loan  Bank  membership  at  the  time  of  that  initial 
investment,  and  that  is  certainly  the  case  today.  We  now  own  more  than  $3.2  million  in 
capital  stock  of  the  Home  Loan  Bank  of  Boston,  and  I  welcome  the  chance  to  explain  the 
importance  of  that  investment  both  to  Granite  Bank  and  to  the  communities  we  serve. 

Granite  Bank  is  a  well  capitalized  banking  franchise  firmly  rooted  in  the  growing 
markets  of  southern  New  Hampshire  This  year  we  are  celebrating  Granite  Bank's  100th 
anniversary  and  its  century-old  tradition  of  service  to  the  community. 

Granite  Bank  is  the  quintessential  community-oriented  bank.  We  dedicate  our 
total  efforts  to  serving  as  community  bankers.  This  tradition  is  our  greatest  source  of 
strength  and  the  backbone  of  our  existence.  Granite  Bank  works  side-by-side  with  local 
communities,  helping  residents  make  their  towns  and  cities  better  places  to  live  and  work. 

Mr.  Chairman,  I  have  more  than  27  years  of  experience  in  the  commercial  and 
savings  bank  industries,  including  1 3  years  with  Granite  Bank.  Based  on  my  long  service, 
I  can  state  unequivocally  that  membership  in  a  Home  Loan  Bank  is  one  of  the  best 
investments  a  community-oriented  bank  can  make. 

The  reason  is  simple:  The  Home  Loan  Bank  provides  ready  access  to  low-cost 
fijnds,  along  with  other  products  and  services  that  facilitate  the  financial  management  and 
lending  activities  of  the  typical  commercial  bank.  Investing  in  a  Home  Loan  Bank  is 
simply  a  good  business  decision 

Value  of  Membership 

Let  me  describe  for  the  subcommittee  some  of  the  specific  benefits  that  we  derive 
fi-om  our  investment  in  the  Home  Loan  Bank  of  Boston: 
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Source  of  funds  for  asset/liability  management: 

Granite  Bank  is  a  conservatively  managed  institution,  and  we  do  not  believe  in  taking  on 
high  levels  of  interest-rate  risk.  In  order  to  maintain  a  closely  "matched"  asset/liability 
position,  we  periodically  need  to  borrow  either  short-  or  long-term  wholesale  funds.  The 
Home  Loan  Bank  of  Boston  is  our  preferred  source  for  such  funds. 

There  are,  of  course,  alternatives.  We  could  look  to  Wall  Street  firms  and  correspondent 
banks  for  supplemental  funding  to  manage  our  asset/liability  position,  but  we  have  found 
that  these  alternatives  are  difficult  to  access,  less  flexible  in  response  to  our  funding  needs, 
and  less  cost-effective  than  the  Home  Loan  Bank.  The  fact  is  that  the  ability  of 
community  banks  like  mine  to  use  the  Home  Loan  Bank  to  mitigate  interest-rate  risk  is 
very  important. 

Home  Loan  Bank  advances  help  us  fund  loan  originations  and  those  loans  we  choose  to 
hold  in  portfolio.  To  us,  portfolio  lending  is  an  important  part  of  community  banking.  It 
allows  us  to  invest  in  the  types  of  loans  that  fit  the  unique  characteristics  of  the  specific 
communities  we  try  to  serve    Granite  Bank  is  one  of  many  banks  that  rely  on  the  Home 
Loan  Bank  of  Boston  to  fund  longer-term  credit  in  their  communities. 

I  believe  that  portfolio  lending  will  grow  in  importance  in  the  future.  The  banking 
consolidation  we  are  witnessing  today  will  result  in  a  bifurcation  of  the  industry  that  will,  I 
believe,  result  in  an  industry  comprised  of  relatively  few  very  large  banks  and  many 
smaller  community  banks.  This  trend  will  require  Granite  Bank,  in  order  to  serve 
successflilly  as  the  local  lender  and  financial  service  provider,  to  have  many  of  the 
capabilities  of  the  larger  banks    The  Home  Loan  Bank  will  help  us  do  that. 

Access  to  liquidity: 

Home  Loan  Bank  shareholders  frequently  note  that  one  of  the  key  benefits  of  the  Home 
Loan  Bank  is  that  it  serves  as  a  readily  available  source  of  liquidity.  That  can  be  a  difficult 
concept  for  nonbankers  to  appreciate.  Simply  put,  without  the  Home  Loan  Bank,  Granite 
Bank  would  manage  its  balance  sheet  differently  than  it  does  today. 

Without  ready  access  to  the  Home  Loan  Bank,  Granite  Bank  probably  would  curtail  its 
lending  activities  in  the  community  from  time  to  time.  The  reality  is  that  because  of  our 
investment  in  the  Home  Loan  Bank,  when  liquidity  needs  do  arise,  we  can  easily  access 
our  line  of  credit  at  the  Bank  As  a  result,  we  do  not  need  to  disrupt  our  investment  or 
lending  strategies. 

As  a  financial  institution  manager,  I  find  a  lot  of  comfort  in  the  confidence  that  the  Home 
Loan  Bank  is  always  there  for  me  as  a  source  of  funds    Banking  is  a  cyclical  business,  and 
the  Home  Loan  Bank  of  Boston  has  been  a  stable  resource  for  us  through  a  variety  of 
economic  phases  since  1981    There  are,  of  course,  times  when  supplemental  funding  may 
not  be  needed,  but  when  credit  is  squeezed  and  funding  is  hard  to  come  by,  our  Home 
Loan  Bank  provides  a  measure  of  stability  so  that  we  can  maintain  our  business  strategy. 


293 


Access  to  special  funds  for  affordable  housing: 

The  Home  Loan  Bank's  special  credit  programs  for  affordable  housing  are  especially 
valuable  to  community  banks.  I  can  point  to  two  specific  instances  in  which  Granite  Bank 
has  taken  advantage  of  these  resources  on  behalf  of  communities  we  serve. 

In  1993,  Granite  Bank  underwrote  long-term  financing  that  helped  the  Cheshire  Housing 
Trust  create  12  affordable  rental  units  in  Marlborough,  New  Hampshire.  Through  the 
Home  Loan  Bank's  Affordable  Housing  Program,  we  were  able  to  get  a  subsidized 
advance  of  $264,000  for  a  maturity  of  20  years.  Locking  in  this  below-market,  long-term 
financing  was  absolutely  vital  to  the  affordability  of  these  homes,  and  the  AHP  is  unique  in 
its  flexibility  for  achieving  that.  As  a  result,  four  deteriorating  buildings  in  Marlborough 
have  been  rehabilitated  to  provide  a  total  of  12  affordable  rental  units,  including  six  homes 
for  very  low-income  households  and  another  six  units  for  low-income  families.  This 
project  has  been  completed  and  has  been  fully  occupied  since  January  of  this  year. 

Granite  Bank  is  currently  using  the  Home  Loan  Bank's  Community  Investment  Program  to 
finance  the  purchase  and  rehabilitation  of  a  four-unit  building  in  Portsmouth,  New 
Hampshire.  By  using  the  CIP,  we  can  provide  the  long-term,  amortizing  loan  that  will 
keep  the  financing  costs  low  enough  to  guarantee  that  the  rents  will  be  affordable  for 
moderate-income  households.  The  Home  Loan  Bank  is  really  our  only  source  of  low- 
cost,  long-term,  amortizing  credit.  The  Home  Loan  Bank  approved  our  CIP  application 
earlier  this  month,  and  we  expect  to  close  the  loan  soon.  Without  these  funds,  we  would 
be  hard  pressed  to  support  our  community  in  this  most  important  fashion. 

Correspondent  banking  services  and  technical  assistance: 

Our  correspondent  relationship  with  the  Home  Loan  Bank  is  extremely  valuable  to  us 
because  it  provides  necessary  services  that  we  would  otherwise  have  to  get  from  larger 
institutions  that  compete  with  us  directly  for  other  kinds  of  business.  We  use  the  Home 
Loan  Bank  of  Boston  as  our  primary  correspondent  for  custodial,  cash  management, 
safekeeping  and  deposit  services,  as  well  as  for  technical  assistance.  It  is  very  important 
to  us  that  we  can  consolidate  our  correspondent  services  with  the  Home  Loan  Bank;  the 
only  alternative  would  be  to  give  this  business  to  our  competitors. 

I  must  also  emphasize  the  importance  of  the  Home  Loan  Bank  as  a  technical  resource. 
This  is  beneficial  to  us  in  two  ways.  First,  the  Home  Loan  Bank's  staff  helps  us  develop 
funding  strategies.  Second,  the  expertise  in  the  areas  of  housing  and  community  economic 
development  have  been  critical  to  our  ability  to  serve  the  needs  of  low-  and  moderate- 
income  individuals  and  families  in  the  area  of  New  Hampshire  that  we  serve. 

Solid,  safe,  and  valuable  investment: 

Granite  Bank  recognizes  that  its  $3.2  million  of  Home  Loan  Bank  of  Boston  capital  stock 
has  been  an  excellent  investment.  Between  the  Bank's  conservative  management 
philosophy  and  its  long-standing  AAA  rating  from  the  national  rating  agencies,  we  have 
never  had  any  concern  about  the  carrying  value  of  our  investment. 
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The  dividend  that  the  Home  Loan  Bank  pays  on  its  capital  is  attractive,  especially  given 
the  Home  Loan  Bank's  low-risk  profile  and  cooperative  nature.  However,  we  consider 
the  dollar  dividend  on  the  stock  as  one  part  of  our  overall  return  as  a  stockholder.  Indeed, 
when  analyzing  a  Home  Loan  Bank's  dividend  yield,  an  investor  must  factor  in  the 
significant  financial  return  fi-om  having  access  to  the  Home  Loan  Bank's  low-cost  fijnding 
and  other  products  and  services.  It  is  on  that  basis  that  we  consider  our  investment  in  the 
Home  Loan  Bank  of  Boston  as  one  of  our  most  valuable  assets. 

Regional  presence: 

The  local  presence  of  the  Home  Loan  Bank  in  New  England  is  very  important  to  my 
institution  and  to  each  member  of  the  Bank.  I  would  not  prefer  to  own  stock  in  a  national 
Home  Loan  Bank 

Today,  Granite  Bank  is  one  of  421  shareholders  of  the  Home  Loan  Bank  of  Boston.  The 
Bank's  membership  consists  of  approximately  80%  of  the  banks  and  savings  institutions  in 
the  region  that  are  eligible  to  join.  This  figure  alone  supports  the  importance  of  the  Home 
Loan  Bank  of  Boston  to  its  constituency. 

The  New  England  members  believe  that  if  the  Home  Loan  Bank  of  Boston  were 
consolidated,  our  region  would  lose  a  substantial  focused  advocate  for  affordable  housing 
and  community  economic  development.  The  Bank's  extensive  work  with  members  and 
community-based  nonprofit  organizations  has  made  a  material  difference  in  many  New 
England  communities.  If  the  Home  Loan  Bank  were  not  headquartered  in  New  England, 
there  would  be  far  fewer  financial  and  nonfinancial  resources  available  to  the  region's 
affordable  housing  and  community  economic  development  initiatives.  Indeed,  housing  in 
general  would  suffer. 

Closing  Comment 

Mr.  Chairman,  thank  you  again  for  this  opportunity  to  provide  you  and  other 
members  of  the  subcommittee  with  Granite  Bank's  view  of  the  Home  Loan  Bank  System. 
As  you  can  tell,  we  hold  the  Home  Loan  Bank  of  Boston  in  high  regard. 

I  understand  that  the  subcommittee  is  currently  considering  legislation  that  would 
modernize  the  Home  Loan  Bank  System.  As  one  stockholder  from  a  community-based 
commercial  bank  in  New  England,  we  would  be  very  supportive  of  changes  that  would 
enhance  the  Home  Loan  Bank's  value  to  its  shareholding  customers,  while  continuing  to 
protect  its  sound  financial  structure. 
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Good  morning  Mr.  Chairman  and  members  of  the  Committee.  I  am  Alfred  DelliBovi, 
President  and  Chief  Executive  Officer  of  the  Federal  Home  Loan  Bank  of  New  York.  I 
am  also  the  Chair  of  the  Legislative  Committee  of  the  Home  Loan  Bank  Presidents' 
Conference.  I  am  here  to  testify  on  behalf  of  the  Home  Loan  Bank  of  New  York. 

It  is  a  pleasure  to  testify  about  the  operations  of  the  Home  Loan  Bank  of  New  York  and 
to  discuss  the  legislative  changes  that  you  and  the  Committee  are  considering  to  create 
a  stronger  and  more  efficient  Federal  Home  Loan  Bank  System.  You  have  begun  this 
process  at  an  historic  point  for  the  Home  Loan  Bank  System  and  the  nation's  housing 
finance  industry.  Today  the  Home  Loan  Banks  are  recognized  as  one  of  the  strongest 
financial  organizations  in  the  nation  due  to  their  conservative  management  and  pristine 
asset  quality. 

The  Home  Loan  Bank  System  is  unique.  It  is  the  only  institution  dedicated  to  supporting 
local  community  lenders  by  providing  economical  and  affordable  credit  in  the  United 
States  --  a  role  that  you  Mr.  Chairman  and  the  majority  of  the  Members  of  Congress 
have  strongly  supported. 

The  12  Banks  constitute  a  confederation  that  is  one  of  the  largest  and  best  capitalized 
organizations  in  the  United  States.  In  1994.  Bank  System  assets  averaged  $200  billion 
dollars  and  System  capital  averaged  $12.6  billion.  At  the  end  of  1994,  the  System's 
risk-based  capital  ratio  was  an  exceptionally  high  23  percent.  This  compares  with  13 
percent  for  commercial  banks.  15  percent  for  savings  and  loans,  and  18  percent  for 
savings  banks.  And  even  with  our  exceptionally  high  risk-based  capitalization,  net 
income  for  the  year  was  $1,039,500,000.  Return  on  average  assets  was  0.52  percent 
and  return  on  average  equity  was  8.3  percent. 

The  primary  role  of  the  Banks  is  to  serve  as  a  source  of  credit  for  regulated,  local 
lenders.  The  Banks  do  this  by  providing  "advances"  against  which  local  lenders 
predominantly  pledge  home  mortgages.  The  Home  Loan  Banks  fund  advances  using 
consolidated  obligations,  deposits,  and  their  stockholders'  capital.  The  Banks' 
obligations  are  rated  Triple  A  by  Moody's  and  by  Standard  &  Poor's.  Because  of  this 
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highest  rating,  the  System  is  able  to  raise  funds  at  a  narrow  margin  over  the  cost  of 
financing  of  the  U.S.  Treasury  and  lend  to  our  stockholders  at  competitive  market  rates. 
Our  stockholders  in  turn  are  able  to  provide  mortgage  credit  for  home  financing  and 
increase  the  supply  of  low  cost  mortgage  credit  to  meet  consumer  demand. 

Despite  an  active  secondary  mortgage  market,  the  need  for  an  intermediary  financial 
system  to  assure  a  ready  credit  supply  for  home  financing  remains  strong.  The  Home 
Loan  Banks  aggregate  our  stockholders'  credit  demands,  raise  funds  in  the  public 
markets  and  lend  the  funds  to  creditworthy  stockholding  neighborhood  lenders  at 
favorable  rates  of  interest,  thereby  linking  home-financing  institutions  to  global  capital 
markets.  For  a  number  of  our  stockholders,  the  Bank  System  provides  their  only  access 
to  ready  credit  at  reasonable  rates  of  interest,  their  only  reservoir  for  ready,  short-term 
credit  to  cushion  their  variable  cash  flows,  and  their  primary  tie  to  the  capital  markets. 

With  Home  Loan  Bank  credit  available,  our  stockholders  are  enabled  to  hold  lesser 
amounts  of  liquid  investments  and  to  commit  a  greater  proportion  of  their  balance 
sheets  to  housing  finance. 

The  Home  Loan  Bank  of  New  York  is  a  good  example  of  why  the  entire  System  is 
running  well.  The  New  York  Bank  is  one  of  twelve  regional  banks  established  to  provide 
credit  services  to  community  lenders.  Located  in  lower  Manhattan,  the  financial  capital 
of  the  world,  our  Bank  supports  275  local  lenders  In  New  Jersey,  New  York,  Puerto 
Rico,  and  the  U.S.  Virgin  Islands. 

We  not  only  support  them,  but  we  are,  in  fact,  owned  by  them.  Our  Bank  is  run  by  our 
17  member  Board  of  Directors.  Eleven  are  elected  by  our  stockholders.  Six  are 
appointed  by  the  Federal  Housing  Finance  Board.  Two  of  our  public  interest  Directors, 
Chairman  Guy  Molinari  and  Governor  Jim  Floho,  are  former  members  of  Congress. 

Our  Bank  has  consistently  been  a  top  producer  of  income  for  our  stockholders.  In  1994, 
the  New  York  Bank  paid  $95  million  in  dividends  to  our  stockholders.  The  dividend  rate 
was  7.57  percent,  the  third  highest  of  all  twelve  Banks  in  1994.  And  this  dividend  was 
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achieved  after  deductions  from  earnings  of  over  $32  million  that  we  paid  to  the  U.S. 
Treasury  to  service  the  REFCORP  debt  and  a  $12.5  million  set  aside  for  our  Affordable 
Housing  Program. 

The  Home  Loan  Bank  of  New  York  is  also  an  active  partner  in  community  and 

local  economic  development  --  directly  involved  in  providing  financing  that 

creates  and  retains  jobs.  Since  the  launch  of  our  Congressionally  mandated  Affordable 

Housing  Program  and  Community  Investment  Program  in  1989,  our  Bank  committed 

subsidies  and  loans  totaling  $567.6  million  providing  14,222  affordable  housing  units. 

The  noun  in  our  name  Is  "bank,"  and  we  operate  as  a  bank.  We  make  loans  and 
investments,  accept  deposits,  and  we  have  a  capital  base.    We  have  currently  about 
$13  billion  in  loans  or  advances.    We  invest  our  stockholders'  $1 .3  billion  in  capital  to 
generate  sufficient  income  to  pay  REFCORP  tax,  make  our  AHP  contribution,  and 
provide  a  reasonable  return  to  our  stockholders. 

We  have  a  fiduciary  duty  to  provide  our  members  with  a  fair  return  on  their  investment. 
And  because  55%  of  that  capital  is  owned  by  voluntary  members  we  also  have  a 
very  practical  need  to  provide  that  fair  return.  If  we  do  not  perform  by  providing  a 
fair  return,  our  membership  would  decrease  and  business  would  go  elsewhere.  Then, 
we  would  become  less  attractive  to  our  growing  number  of  voluntary  members. 

Our  business  is  to  provide  housing  finance.  And  as  I  mentioned,  we  do  so  by  making 
advances  and  also  by  buying  mortgage-backed  securities,  or  MBS.  Because  we  are  a 
source  of  liquidity,  some  of  our  funds  are  invested  in  short-term  money  market 
instruments.  Our  investment  portfolios  have  contributed  a  major  portion  of  net  interest 
income,  with  significant  income  derived  from  the  MBS  portfolio.  This  type  of  instrument 
is  a  perfect  fit  for  the  Banks  to  help  in  meeting  our  present  financial  responsibilities.  Our 
investments  allow  us  to  further  our  mission  to  help  provide  home  finance,  to  provide  a 
good  return  to  shareholders,  to  meet  our  FIRREA  obligations,  and  to  use  an  outstanding 
balance  sheet  management  tool.  We  are  presently  restricted  to  holding  MBS 
investments  at  3  times  our  capital.  Given  our  ability  to  effectively  use  this  investment 
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instrument  and  our  solid  track  record,  the  FHFB  should  permit  the  Banks  the  ability  to 
take  greater  advantage  of  MBS. 

I  know  that  in  some  quarters  of  DC,  some  bureaucrats  have  suggested  that  our  MBS 
investments  not  be  expanded,  but  rather  contracted.  And  a  few  of  these  same  people 
would  not  permit  MBS  held  by  our  members  to  be  counted  in  the  Bank  System's 
threshold  test  for  membership.  Publicly,  they  will  argue  that  there  is  additional  risk  for 
the  System  by  investing  in  MBS  and  that  a  lender's  holding  of  MBS  does  not  support 
housing  finance.  Privately,  these  bureaucrats  say  too  much  credit  is  available  for 
homeownership.  I  am  just  as  astounded  by  such  talk  today  as  when  I  first  heard  it 
during  my  tenure  as  the  Deputy  Secretary  of  the  Department  of  Housing  and  Urban 
Development.  However,  I  know  that  our  System  is  sound  and  that  our  member  lenders 
play  a  key  role  in  their  local  economies  by  promoting  homeownership.  Fortunately,  it  is 
no  longer  my  job  to  have  to  argue  inside  the  Executive  Branch  on  behalf  of  housing. 
But  it  is  important  to  note  that  President  Clinton  and  HUD  Secretary  Cisneros  have 
launched  the  National  Homeownership  Strategy  to  promote  homeownership.  There  is 
no  doubt  that  there  is  support  for  homeownership  at  the  higher  levels  of  the 
Administration.  So,  I  expect  the  message  of  support  for  financing  housing  will  soon 
reach  those  down  below  in  the  Administration.  Today,  an  estimated  64.7%  of  all 
Amencans  own  their  own  homes.  And  this  is  a  number  that  is  expected  to  reach  68% 
by  the  end  of  the  decade.  A  ready  supply  of  affordable  mortgage  funds  is  critical  to 
reaching  this  goal.  As  Partners  in  the  National  Homeownership  Strategy  the  12  Federal 
Home  Loan  Banks  are  proud  to  be  working  to  increase  the  national  homeownership 
rate. 

The  community  lenders  who  borrow  from  the  Home  Loan  Banks  hold  a  variety  of 
state  and  federal  charters.  The  12  Home  Loan  Banks  do  an  outstanding  job  of 
supporting  local  neighborhood  lenders,  regardless  of  which  charter  they  operate 
under.   It  is  clear  that  in  resolving  the  problems  of  the  BIF  and  SAIF  insurance 
funds  the  Congress  will  be  devising  new  charters  for  some  of  our  members. 
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In  testimony  last  week  in  this  room  before  the  subcommittee  on  Financial 
Institutions  and  Consumer  Credit  of  the  Committee,  Federal  Reserve  Board 
Chairman  Alan  Greenspan  addressed  this  issue  squarely: 
I  quote, 

"A  broader  charter  for  thrifts  -  such  as  a  commercial  bank  charter  that  lets  them 
hold  a  wider  range  of  assets  --  thus  would  seem  to  be  good  public  policy  and  the 

bill  before  you  confronts  the  challenge  of  creating  one  charter What  is 

needed  is  a  deposit  insurance  system  whose  status  is  unquestioned  so  that  the 
depositories  can  appropriately  focus  their  attention  on  the  extension  and 
management  of  credit  in  our  economy." 

Mr.  Chairman,  I  could  not  agree  more  with  Chairman  Greenspan,  and  his 
comments  bring  us  right  to  the  need  for  legislation  to  modernize  the  Home  Loan 
Bank  System.  Changes  in  the  charters  of  our  members  will  need  to  be  reflected 
in  the  charter  of  the  Home  Loan  Banks  so  that  we  may  continue  to  be  the 
lending  partners  of  the  new  independent  community  banks  as  they  serve  to  meet 
the  credit  and  financial  needs  of  the  people  in  their  communities. 

Whether  they  live  in  Alexandria,  Louisiana;  Vineland,  New  Jersey; 
Cooperstown,  New  York;  or  in  any  other  of  the  thousands  of  individual 
communities  that  are  the  threads  of  the  fabric  that  is  our  Nation,  people  will 
need  access  to  financing  for  a  car,  a  home,  or  a  business,  big  or  small.  People 
will  need  checking  and  saving  services.  People  will  need  the  services  of  the 
nearby  doctor,  mechanic,  and  pharmacist.  People  will  need  to  buy  groceries. 
People  will  want  to  worship  in  a  church  or  temple,  and  people  will  need  to 
support  a  school  for  the  children  in  their  community. 

Mr.  Chairman,  most  people  don't  have  modems,  and  they  don't  pay  their 
newspaper  carrier  through  the  Automatic  Cleahng  House.  Many  don't  have  the 
minimum  balance  required  for  the  super  wealth  management  account  available 
to  preferred  customers  at  the  Megamerged  Ocean  to  Ocean  Bank.  But  they  do 
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need  access  to  the  financial  services  offered  by  local  lenders  and  community 
bankers.  A  key  function  of  the  Home  Loan  Banks  is  to  be  a  lending  partner  with 
the  community  banks  that  serve  Main  Street  America.  We  are  their  link  to  Wall 
Street  and  the  capital  markets.    And  that  link  is  particularly  crucial  in  times  of 
tight  credit  because  there  has  been  no  repeal  of  the  credit  cycle. 

As  Congress  acts  to  broaden  the  charter  of  our  members  so  they  may  adjust  to 
the  changes  in  their  business,  it  is  time  to  modernize  the  charter  of  the  Home 
Loan  Banks  so  that  we  may  continue  to  be  lending  partners  in  the  new  banking 
environment.  The  Home  Loan  Banks  should  be  given  the  necessary  statutory 
authority  to  permit  the  most  effective  use  of  our  formidable  community 
development  expertise.  The  financial  strength  of  the  Home  Loan  Banks  can 
provide  significant  economic  benefits  not  just  for  financing  housing  but  also  for 
community  economic  development  and  the  creation  of  the  jobs  necessary  for 
people  to  live  in  that  housing. 

The  Home  Loan  Bank  System  is  a  vast  array  of  community-based  financial  institutions 
which  stand  ready  every  day  to  meet  the  needs  of  their  communities.    A  strengthened 
Home  Loan  Bank  System  can  only  improve  the  chances  that  our  public  policy  purposes 
will  be  accomplished. 

While  a  lot  has  been  said  about  the  differences  between  the  piecemeal  approach  to 
addressing  System  issues  and  a  comprehensive  approach.  Your  bill,  HR1487,  is  the 
most  comprehensive  proposal  I  have  seen  and  the  New  York  Bank  commends  you  and 
your  staff  for  the  hard  work  put  into  it.  We  should  all  understand  that  even  the 
provisions  of  HR  1487  essentially  reflect  an  amalgam  of  technical  changes  required  to 
make  the  System  current  with  today's  environment.  If  all  of  those  changes  were 
adopted,  there  would  still  little  be  a  lot  of  work  necessary  to  achieve  a  genuine 
"modernization"  that  provides  the  flexibility  which  the  System  requires  in  order  to  move 
into  the  21st  century  with  an  array  of  authorities  and  the  broad  mission  necessary  to 
address  the  needs  of  America's  community  lenders. 
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I  want  to  call  your  attention  to  our  Affordable  Housing  Program  because  it  has  done  a 
great  deal  for  communities  throughout  this  country.  Today,  in  our  Second  Bank  District 
alone,  some  $51.6  million  has  been  awarded  to  265  projects  to  fund  7,809  housing 
units.  The  other  eleven  Home  Loan  Banks  have  provided  an  additional  87,850  units.  At 
the  New  York  Bank,  the  CIP  has  funded  $513  million  in  development  which  represents 
6,598  units.  The  other  FHLBanks  have  funded  $6.5  billion  of  CIP  advances  to  finance 
191,000  housing  units. 

The  people  in  the  community  development  movement  in  cities  and  towns  all  across 
our  nation  who  have  been  successful  have  learned  some  things.    One  of  the  most 
important  lessons  is  that  solutions  which  actually  work  need  to  be  locally  initiated,  locally 
led,  and  supported  with  local  funding.  Because  the  members  of  the  Home  Loan  Bank 
System  are  community-based  lenders,  they  are  ideally  positioned  to  fund  community 
development  initiatives  that  are  locally  initiated  and  led. 

But  sometimes  good  solid  projects  which  could  create  jobs  in  a  community  cannot  be 
funded  locally  for  a  variety  of  reasons  -  most  often  rooted  in  statutes  and  government 
regulations.  In  some  cases,  the  projects  may  be  too  large  for  a  small  community  bank 
to  transact,  but  too  small  or  too  time  consuming  for  the  superregional  or  money  center 
banks  to  understand  or  consider. 

I  believe  the  Federal  Home  Loan  Banks  can  be  better  utilized  to  promote  affordable 
housing  and  economic  development  because  we  are  superbly  positioned  to  know  and 
understand  the  needs  in  many  communities.  Only  the  Home  Loans  Bank  have 
an  underwriting  network  of  5,605  community  lenders  who  know  a  good  credit  when 
they  see  one.  But  working  through  our  stockholders,  we  can  do  more 

Current  law  permits  the  Home  Loan  Banks  to  issue  subsidized  advances  to  their 
customers  for  affordable  housing,  while  a  regulation  permits  the  use  of  direct  subsidies 
from  the  Home  Loan  Banks  for  approved  housing  projects.  Whether  these  AHP  funds 
have  been  used  for  new  construction  or  rehabilitation  of  existing  housing,  their  multiplier 


effect  in  job  creation  and  increased  economic  activity  has  been  a  significant  boost  for 
thousands  of  communities  in  all  50  states. 

But  the  AHP  could  be  even  more  successful  and  have  greater  positive  impact  if  it  were 
expanded  to  include  the  purchase  and  sale  of  participations  in  loans  originated  by  Home 
Loan  Bank  members  coupled  with  an  expansion  of  the  use  of  Home  Loan  Bank  letters 
of  credit.  This  would  provide  even  greater  leveraging  capacity  for  increasingly  scarce 
subsidy  dollars.  These  activities  could  be  a  very  powerful  engine  for  community  growth. 

Turning  to  regulation, !  endorse  the  proposal  to  separate  the  day-to-day 
management  of  the  Banks  from  the  Federal  Housing  Finance  Board's  safety  and 
soundness  responsibilities.  The  logic  is  self-evident:  a  monitor  must  have  an 
arm's  length  relationship  with  the  organizations  it  regulates,  period.  As  it  stands 
now,  the  Federal  Housing  Finance  Board  functions  both  as  the  overall  business 
manager  and  as  the  regulator.  Not  now,  but  in  future  decades,  these  functions 
could  work  at  cross  purposes  and  compromise  the  FHFB's  responsibility  of 
maintaining  a  strong  Home  Loan  Bank  System.    I  believe  the  Home  Loan  Banks' 
Boards  of  Directors  should  exercise  the  corporate  governance  powers  and  that 
an  entity  like  the  Office  of  Finance  Corporation  should  be  created  by  the  twelve 
Banks  to  execute  the  debt  issuance  instructions  of  the  Banks. 

Equally  critical  to  the  organization  of  a  regulator  are  the  laws  enacted  to  define 
its  regulatory  power.  Safety  and  soundness  must  be  the  prime  consideration.  I 
would  like  to  point  out  that  the  Home  Loan  Banks  are  the  first  and  oldest 
government  sponsored  housing  enterprise.  As  the  Committee  considers 
extending  new  enforcement  authorities  to  the  Finance  Board,  I  submit  that  the 
Finance  Board's  enforcement  authority  should  parallel  that  given  to  OFHEO. 
Just  as  Chairman  Greenspan  has  testified  about  the  importance  of  having  "as 
identical  set  of  rules  and  incentives  as  possible"  for  insured  depository 
institutions,  i  believe  there  should  be  as  identical  as  possible  regulatory 
mechanics  and  standards  for  the  three  Government  Sponsored  Housing 
Enterprises. 
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The  FHFB  obviously  needs  to  have  different  standards  and  authorities  than 
those  that  were  granted  to  the  regulatory  agencies  responsible  for  insured 
depositories. 

I  believe  the  general  standards  for  capital,  safety  and  soundness  regulation,  and 
enforcement  that  were  established  by  the  Federal  Housing  Enterprises  Financial 
Safety  and  Soundness  Act  of  1992  for  the  other  two  GSHEs  are  the  appropriate 
model  for  the  third  GSHE,  Home  Loan  Banks. 

Thus  far,  those  mechanisms  seem  to  be  fulfilling  their  public  purpose.    As 
highlighted  in  OFHEO's  second  Annual  Report  to  Congress,  the  regulator 
reported  that  its  examinations  have  uncovered  no  significant  safety  and 
soundness  concerns. 

Certainly,  the  application  of  markedly  different  and  stricter  standards  to  the  less-risky 
Home  Loan  Banks  than  those  already  in  place  for  the  other  GSHEs,  would  strongly 
suggest  that  the  current  standards  for  Fannie  Mae  and  Freddie  Mac  are  lacking,  even 
though  OFHEO  has  concluded  that  there  are  no  problems.  So  the  Home  Loan  Banks 
should  be  governed  by  the  same  standards  that  Congress  wisely  selected  for  Fannie 
Mae  and  Freddie  Mac.  These  standards  are  effective  .  In  sum,  new  regulations  should 
be  strong  enough  to  ensure  that  the  public  interest  is  protected  without  hindehng  the 
Banks'  ability  to  operate  in  today's  very  competitive  financial  market. 

We  should  have  no  less  regulation  than  is  required  and  no  more  than  is  needed. 
This  balance  is  critical  to  precise  and  effective  regulating.  If  a  regulation  is  established 
without  this  balance,  it  will  in  all  probability  penalize  an  organization  without  providing  or 
protecting  a  corresponding  public  good.  A  good  case  in  point  is  the  recent  prohibition  on 
daylight  overdrafts  for  the  Banks  by  the  Federal  Reserve.  We  believe  we  should  be 
treated  like  any  other  bank  and  be  permitted  a  net  debit  cap  based  on  creditworthiness. 
All  banks  have  some  permissible  daylight  overdraft  capacity.  However,  daylight 
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overdrafts  from  the  Home  Loan  Banks  should  not  be  a  concern  of  the  Federal  Reserve 
System.  Their  concern  should  be  regulating  the  holding  companies  of  the  big  banks. 

One  of  the  foundations  of  banking  is  a  strong  capital  base.  Currently,  the  Home  Loan 
Banks'  capital  base  is  one  of  the  strongest.  Determining  the  capital  requirements  for  the 
Bank  System  is  a  crucial  issue  facing  Congress  and  the  Home  Loan  Banks.  How  this 
issue  is  resolved  will  directly  affect  the  profitability  of  the  Banks  and,  also,  will  affect  the 
competitive  position  of  the  Home  Loan  Banks'  advances  program  relative  to  the 
securitization  programs  of  Fannie  Mae  and  Freddie  Mac. 

Previous  legislative  proposals  would  require  the  Home  Loan  Banks  to  hold  considerably 
more  capital  relative  to  the  risks  borne  than  is  required  of  Fannie  Mae  and  Freddie  Mac. 
This  is  not  only  inappropriate  given  the  lower  risks  in  FHLBs  operations,  but  it  would 
also  reduce  competition  in  the  mortgage  markets.  The  result  would  be  to  reduce  the 
availability  and  increase  the  costs  of  mortgages  that  do  not  meet  the  rigid  standards  of 
the  secondary  market. 

An  important  public  policy  objective  of  any  modernization  legislation  is  to  craft  capital 
requirements  that  fairly  reflect  the  risks  borne  by  creditors  and  taxpayers,  as  well  as  the 
need  to  cover  mandated  outlays,  including  REFCORP  payment  and  AHP  requirements. 
An  equally  important  goal  of  capital  requirements  should  be  that  they  maintain  and 
promote  competition  in  the  mortgage  markets. 

The  Home  Loan  Banks'  operations  are  characterized  by  very  low  risks.  Credit  risks  in 
advances  is  virtually  nil,  according  to  the  HUD  study. 

The  Banks  are  insulated  from  risk  by  the  overcollateralization  of  advances,  by  the 
secondary  market  guarantees  on  their  investments  in  MBS,  and  by  the  short-term 
nature  and  high  quality  of  their  money  market  portfolios;  interest  rate  risks  are  controlled 
by  FHFB  requirements  and  operations  risks  are  low.  The  risk  that  is  unique  to  the 
Banks  is  the  risk  that  some  members  could  withdraw  capital.  By  contrast,  Fannie  Mae 
and  Freddie  Mac  directly  bear  all  of  the  credit  risks  on  their  mortgages  whether  held  in 
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portfolio  or  sold  in  MBS.  Furthermore,  the  stress  tests  being  devised  by  OFHEO  to  set 
future  capital  requirements  for  Fannie  Mae  and  Freddie  Mac  are  expected  to  require 
even  less  capital. 

Comparison  of  the  risks  of  these  organizations  provides  no  support  for  Home  Loan 
Banks  capital  ratio  requirements  that  significantly  exceed  the  2.5%  requirements  for  the 
other  housing  GSEs.  Such  requirements  would  significantly  weaken  the  ability  of 
lenders  to  provide  mortgage  funds  for  loans  that  do  not  meet  secondary  market 
requirements  and  would  force  borrowers  to  be  even  more  dependent  on  the  secondary 
market  as  a  source  of  funding.  To  increase  concentration  within  the  mortgage  markets 
should  not  be  a  goal  of  FHLBs  reform. 

In  other  words,  the  capital  requirements  imposed  on  the  Home  Loan  Banks  will 
determine  their  viability  in  serving  the  needs  of  the  mortgage  markets,  and  will 
significantly  affect  the  level  of  competition  in  the  mortgage  markets.  Capital 
requirements  should  reflect  the  risks  borne  by  creditors  and  taxpayers,  as  well 
as  the  need  to  cover  mandated  outlays  for  REFCORP  and  AHP.  Proposals  for  a 
4%  ratio  requirement  appear  to  be  excessive,  given  the  level  of  risks  in  FHLBs 
operations.  Capital  requirements  based  on  comparability  with  the  approaches 
employed  for  Fannie  Mae  and  Freddie  Mac,  including  stress  tests,  would 
promote  the  funding  of  mortgages  that  do  not  meet  secondary  market 
requirements  and  would  at  least  maintain  competition  in  the  mortgage  markets. 

As  the  Committee  moves  to  consider  legislation  that  would  modernize  the  System,  we 
hope  you  would  provide  for  voluntary  membership  in  the  Federal  Home  Loan  Bank 
System  for  all  depository  institutions,  as  well  as  equal  membership  requirements.  We 
believe  that  this  is  a  fair  resolution  of  the  membership  issue  created  by  FIRREA.  We 
support  maintaining  the  current  10  percent  mortgage  asset  for  membership,  with  the 
inclusion  of  mortgage-backed  securities.  Further,  the  New  York  Bank  supports  removal 
of  all  Qualified  Thrift  Lender  -  QTL  --  references  to  create  equal  access  to  services  and 
capital  requirements  for  all  members.  I  believe  the  distinction  between  QTL  and  non- 
QTL  to  be  artificial.  The  adoption  of  such  a  provision  would  eliminate  the  30  percent 
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System-wide  cap,  a  cap  which  imposes  unnecessary  limitation  on  the  lending  business 
with  a  significant  segment  of  our  customer  base. 

The  New  York  Bank  supports  relieving  well-rated  lenders  of  the  unnecessary  regulatory 
burden  of  the  Community  Support  Requirements.  We  are  in  agreement  that  a 
satisfactory  CRA  rating  or  better  should  be  deemed  prima  facie  evidence  of  a 
community  lender's  meeting  of  the  Federal  Housing  Finance  Board's  Community 
Support  Requirements. 

Mr.  Chairman,  the  Federal  Home  Loan  Bank  System  is  one  of  the  best  working  Systems 
in  housing  finance  helping  to  serve  the  financial  needs  of  regulated  housing  lenders. 
The  Home  Loan  Banks  are  working  partners  with  more  than  5,600  housing  lenders 
across  the  country.  This  partnership  represents  one  of  the  largest  single  sources  of 
home  mortgage  credit  in  the  United  States  today.  This  partnership  works  to  make 
possible  the  single  most  important  economic  activity  in  residential  neighborhoods:  the 
buying  and  selling  of  homes.    Only  when  mortgage  credit  is  readily  available,  at 
affordable  prices  can  communities  prosper  and  provide  the  living  environment  families 
want  and  need. 

The  Federal  Home  Loan  Banks  and  their  members  provide  an  unparalleled  system  for 
delivery  of  funding  for  housing.  FHLB  members  are  located  in  virtually  every  community 
in  the  United  States.  They  are  engaged  in  all  aspects  of  community  investment, 
including  financing  single  and  multifamily  housing  as  well  as  those  loans  which  don't 
meet  the  requirements  of  the  secondary  agencies. 

At  the  Home  Loan  Bank  of  New  York  ,  we  are  proud  to  be  partners  in  the  world's 
strongest  mortgage  market.  And  we  look  forward  to  continuing  service  to  our  members 
who  are  not  only  helping  to  house  America  but  to  meeting  all  of  the  financial  needs  of 
the  people  in  their  communities. 
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RESPONSES  TO  QUESTIONS  BY  CHAIRMAN  BAKER 
Question  1:  The  FHLB  System  provides  an  alternative  source  of  short, 
intermediate,  and  long-term  funding  for  financial  institutions  who  participate  in 
housing  finance.  If  the  System  did  not  exist  today,  could  it  be  created  in  the 
present  market  and  Congressional  environments?  If  you  were  asked  to  design  a 
FHLB  System  from  scratch  today,  how  would  your  recommended  System  differ 
from  the  current  System? 

Response:  If  the  Home  Loan  Bank  System  did  not  exist,  today's  hearing  would  focus 
on  legislation  designed  to  create  a  similar  System.  Many  smaller  and  mid-sized 
depository  financial  institutions  would  be  requesting  a  wholesale  finance  System  to  help 
them  meet  local  housing  and  community  development  needs.  Congress  would  be 
listening  to  their  requests  because  despite  its  relative  size,  the  neighborhood  lender 
adds  a  great  deal  of  value  to  the  American  housing  and  economic  environment.  Such 
legislation  would  likely  also  gain  the  support  of  even  larger  national  and  regional 
institutions  because  the  appeal  of  a  liquidity  source  and  the  availability  of  reasonably- 
priced  credit  across  the  maturity  spectrum  to  better  manage  asset  and  liability  risks 
would  fit  their  needs  as  well.    In  addition,  all  of  these  lenders  would  be  looking  for  a  safe 
and  readily  available  system  to  liquefy  loans  that  do  not  conform  to  the  cookie  cutter 
requirements  of  the  secondary  markets, 

I  believe  many  of  the  ideas  and  changes  to  the  current  legislation  which  were  contained 
in  the  original  HR1487,  as  well  as  our  recommended  changes  to  the  capital  standards 
and  enforcement  provisions  as  contained  in  the  Committee  Print  of  July  13th,  would 
likely  be  the  major  changes  that  would  generate  the  optimal  "home  loan  bank  system." 

Question  2:  Should  the  mission  of  the  System  be  expanded  to  include  other 
types  of  finance,  e.g.,  agricultural,  rural,  and  industrial  development? 
Response:    Yes.  Prudent  broadening  of  the  System's  mission  should  be  given  full 
consideration  as  the  direct  involvement  of  the  federal  government  in  these  areas  is 
diminished  because  of  its  $4.9  trillion  debt  and  as  the  need  for  economic  growth  and  job 
creation  remains  as  strong  as  ever.  The  proven  safety  and  soundness  and  regional 
expertise  which  have  served  the  System,  its  members  and  the  nation  so  well  over  these 
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past  60  years  could  easily  be  applied  to  new  but  related  areas  of  community  support. 
Just  as  Congress  is  modifying  the  charter  of  our  traditional  thrift  members  so  they  can 
be  more  diversified  and  vital  community  banks,  it  is  appropriate  to  amend  and 
modernize  the  charter  of  the  Home  Loan  Banks  so  we  may  continue  to  serve  our 
members. 

Question  3:  Would  your  Board  consider  having  all  System  investment  activity 
centralized  in  the  Office  of  Finance?  Would  this  benefit  this  System? 
Response:  The  System  had  its  experiment  with  centralized  investment  activity  in  the 
1970's  and  1980's  and  by  all  accounts,  it  was  a  failure.  There  is  no  compelling  reason 
to  believe  that  the  System  would  benefit  through  centralization  of  this  activity. 
Economics  of  scale  in  banking  are  reached  at  very  low  threshold  levels.  While  the 
System  could  certainly  reduce  its  total  expenditures  through  centralization,  the  benefit 
would  be  marginal  in  terms  of  the  System's  bottom  line  and  the  quality  and  array  of 
services  that  are  available  to  the  communities  served  by  its  members. 

The  foundation  of  our  financial  success  has  been  to  require,  through  market  forces,  the 
Home  Loan  Banks  to  be  better  positioned  to  create  and  engage  in  financial  transactions 
that  best  support  our  Nation's  evolving  housing  and  community  development  needs. 
The  keystone  of  this  foundation  is  the  strong  regionalism  and  strong  community 
knowledge  of  the  12  Home  Loan  Banks.    They  do  not  act  with  the  slow  speed  of  the 
giant  monolithic.  Federal  agencies.  They  act  with  the  speed  and  knowledge  of  a  full 
partner.  Moreover,  the  management  of  the  member's  capital  under  locally  elected 
directors  with  the  flexibility  to  design  programs  and  make  decisions  based  upon  local 
needs  is  an  integral  ingredient  for  the  long-term  success  of  financial  institutions 
throughout  the  nation  --  well  served  by  the  Home  Loan  Bank  concept. 

Question  4:  If  the  System  were  a  single  Bank  with  12  branch  offices  and  regional 

advisory  boards,  how  would  the  membership  and  membership  participation  be 

affected? 

Response:  I  believe  that  if  there  were  a  single  Bank,  the  needs  of  the  absolute  largest 

customers  would  be  served,  but  not  necessarily  any  better  than  they  are  today. 
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However,  stockholders  smaller  than  only  the  very  largest,  most  potentially  profitable 
accounts,  would  be  poorly  served  and  subjected  to  the  rigidities  of  nationwide  policies 
and  the  diseconomies  of  scale  associated  with  servicing  the  "small  account."  I  believe 
membership  participation  and  the  quality  of  community  support  would  be  adversely 
affected.    The  prospects  are  that  one  large  and  remote  Board  and  CEO  would  create  a 
distant  and  unresponsive  monolith.  Smaller,  voluntary  members  would  be  likely  to  leave 
this  distant  and  unresponsive  behemoth. 

Question  5:  It  has  been  said  that  the  FHLB  System  enables  financial  institutions 
focused  on  housing  to  compete  with  Fannie  Mae  and  Freddie  Mac.  Is  this  a  valid 
assertion  and  is  the  FHLB  System  properly  positioned  to  compete  with  the  other 
housing  GSEs? 

Response:  If  competition  with  Fannie  and  Freddie  is  defined  as  "portfolio  lending"  the 
assertion  that  the  FHLB  System  enables  our  members  to  compete  is  valid.  It  is 
important  to  understand  that  the  FHLB  System  also  complements  the  activities  of 
Fannie  Mae  and  Freddie  Mac  in  a  number  of  important  ways:  (1)  the  availability  of  HLB 
advances  to  fund  mortgages  that  do  not  conform  to  the  standards  of  the  secondary 
market  helps  make  those  markets  more  efficient;  (2)  the  availability  of  secondary  market 
outlets  for  product  enables  many  of  our  stockholders  to  hold  loans  in  portfolio  and 
manage  their  risk-based  regulatory  requirements;  and  (3)  Home  Loan  Bank  advances, 
particularly  short-term  advances,  can  be  used  effectively  to  fund  mortgages  as  they  are 
originated  and  before  they  are  sold  into  the  secondary  markets. 

In  the  longer  term,  the  single  product  focus  of  the  Home  Loan  Banks  on  a  traditional 
"over-collateralized  advance"  will  limit  the  Home  Loan  Banks'  ability  to  participate  in  the 
broader  business  that  will  be  community  banking.  The  competitive  concern  is  not  the 
business  that  Fannie  and  Freddie  are  doing,  but  the  business  that  community  banks 
cannot  do  currently  because  no  GSHE  can  currently  be  their  lending  partner. 

Question  6:  How  much  could  the  affordable  housing  and  community  investment 
programs  be  expanded  in  terms  of  dollars  and  still  retain  the  financial  integrity  of 
the  programs? 
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Response:  I  am  concerned  that  the  terms  for  participation  in  the  Affordable  Housing 
Program  (AHP)  and  particularly  in  the  Community  Investment  Program  (CIP)  could 
cause  trouble.  Right  now  the  financial  integrity  of  these  programs  is  safe  and  sound. 
But  the  impact  of  CIP  upon  the  financial  integrity  of  the  Banks,  is  a  future  problem  area. 
But  it  is  one  that  is  easily  addressed  to  the  ultimate  benefit  of  the  Banks  and  its 
members  and  their  communities.  For  both  programs,  expansion  should  be  based  upon 
a  broadened  view  as  to  how  to  best  structure  and  lever  the  impact  and  results  of  the 
programs  through  the  use  of  innovative  financial  techniques.  Expanding  these 
programs  in  a  way  that  would  impose  a  greater  drain  on  the  resources  of  the  Banks  and 
their  stockholders  should  be  avoided,  but  there  are  appropriate  incentives  that  should  be 
explored. 

The  desired  outcome  from  the  1992  legislation  requiring  certain  production  goals  for 
Fannie  Mae  and  Freddie  Mac,  allowed  them  the  opportunity  to  continue  to  make  their 
normal  profit  margins  on  such  business.  These  are  appropriate  incentives  to  offer 
companies  when  trying  to  encourage  a  shift  in  focus  and  emphasis  consistent  with  the 
public  policy  mission.  The  best  thing  that  could  happen  to  generate  better  results  in 
terms  of  new  units  added  and  economic  growth  created  would  be  for  the  Banks  to  have 
authority  under  the  Community  Investment  Program  to  acquire,  invest  and  re-package 
member-created  community  investment  loans. 

Question  7:  How  does  your  Bank  determine  the  amount  of  dividend  it  will  pay  to 
member  shareholders? 

Response:    The  New  York  Bank  targets  a  range  for  a  reasonable  market-related  "post- 
REFCORP  and  post-AHP"  dividend.  Reasonableness  is  based  on  minimizing  the  cost 
of  membership  by  providing  a  risk-adjusted  return  above  the  average  federal  funds  rate. 
This  is  balanced  against  the  cost  of  alternative  investments.  Because  the  Bank's 
earnings  are  primarily  driven  by  the  effects  of  the  general  interest  rate  environment, 
fluctuations  in  the  dividends  are  expected,  but  we  hope  to  achieve  results  that  generally 
fall  in  the  middle  of  these  boundaries.  The  dividend  payments  consist  of  the  payout  of 
all  net  income  after  appropriately  setting  aside  funds  to  satisfy  its  FIRREA  obligations 
and  AHP  contributions  while  maintaining  a  small  cushion  of  retained  earnings. 
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Question  8:  How  does  your  Bank  establish  rates  for  advances?  Do  all  borrowers 
for  the  same  term,  on  the  same  day,  receive  the  same  cost  of  funds? 
Response:  The  Bank  establishes  rates  for  advances  taking  into  account  a  number  of 
factors.  The  primary  factors  are  the  estimated  marginal  cost  to  the  Bank  of  funds 
having  the  same  matunty,  prepayment  options  and  other  financial  features  as  the 
requested  advance,  and  the  administrative  and  operational  costs  associated  with 
making  the  advance.  Other  business  factors,  including  competition  from  other  sources 
of  wholesale  credit  and  the  nature  and  amount  of  collateral  pledged,  can  also  influence 
advance  pricing.  More  and  more,  the  Bank's  lending  activity  and  pricing  are  being 
shaped  by  market  forces. 

The  Bank  has  a  variety  of  advance  programs,  including  a  "regular"  program  that 
features  daily  postings  of  rates  for  a  variety  of  maturities.  We  also  have  a  Matched 
Advance  Program,  in  which  members  receive  an  advance  rate  that  is  marked  up  20  or 
25  basis  points  above  the  cost  of  a  specific  debt  issue.  In  addition,  we  have  specially 
priced  credit  available  to  those  members  who  wish  to  do  their  wholesale  funding, 
including  advances,  early  in  the  business  day  in  the  context  of  the  national  markets  for 
secured  funding.  Finally,  advances  made  under  the  "at-cost"  Community  Investment 
Program  and  the  explicitly  subsidized  Affordable  Housing  Program  carry  rates  of  interest 
that  are  at  or  below  the  Bank's  cost  of  funds.  In  light  of  the  variety  of  programs  and 
circumstances  under  which  advances  may  be  priced,  it  is  possible  that  there  may  be 
differences  in  the  rates  paid  by  borrowers  for  similar  advances.  However,  every 
customer  has  equal  access  to  all  advance  programs  under  the  same  terms  at  that  time 
as  every  other  customer. 
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FEDERAL  HOME  LOAN  BANK       M^ 
OF  NEW  YORK      "|||l' 


Alfred  A.  OelliBovi 

President 


October  16,  1995 


Honorable  Paul  E.  Kanjorski 
US  House  of  Representatives 
2429  Rayburn  House  Office  Building 
Washington,  DC.  20515-3811 

Dear  Mr.  Kanjorski: 

At  the  Federal  Home  Loan  Bank  System  oversight  hearing  on  September  28, 
1 995,  you  asked  what  amount  of  community  assets  are  held  by  the  top  1 0 
borrovt/ers  of  advances  in  the  Second  District.  The  data  shows  that  the  top  ten 
borrowers  hold  a  considerable  percentage  of  the  total  assets  held  by  our  275 
customers.  As  of  June  30,  1995,  28.4  percent  or  $61.4  billion  was  held  out  of 
the  $216.2  billion  total  customer  assets.  Our  analysis  also  shows  that  these  top 
ten  borrowers  held  36.3  percent  or  $47.8  billion  of  the  total  $131.7  billion  in 
mortgage-related  assets  held  by  all  the  members  of  the  Federal  Home  Loan 
Bank  of  New  York. 

I  appreciate  the  opportunity  to  provide  this  information  to  you    Should  you  have 
any  other  additional  questions,  please  let  me  know. 

Sincerely, 


^ 


Alfred  A.  DelliBovi 


314 


FEDERAL  HOME  LOAN  BANK 
OF  NEW  YORK 


Alfred  A.  OelliBovi 

President 


Octobers,  1995 


The  Honorable  Spencer  T.  Bachus,  III 
U.S.  House  of  Representatives 
127  Cannon  House  Office  Building 
Washington,  DC  20515 

Dear  Mr.  Bachus; 

I  am  writing  to  follow-up  on  your  question  concerning  the  compensation  of  the  Federal 
Home  Loan  Bank  Presidents  raised  at  last  week's  hearing.  I  would  like  to  take  this 
opportunity  to  note  that  the  compensation  plan  of  the  FHLB  Presidents  was  established 
and  approved  by  the  Federal  Housing  Finance  Board.  And  the  plan  was  professionally 
researched  and  developed  by  a  well-known  compensation  consulting  firm  (the  Wyatt 
Company).  One  of  the  goals  of  the  Wyatt  study  was  to  determine  a  benchmark  that 
would  be  appropriate. 

In  response  to  your  question  on  compensation  of  other  GSEs  chief  executives' 
compensation,  I  would  like  to  submit  the  following  attached  information.    (Please  see 
attachments  1,  2,  3,  and  4.)  However,  please  keep  in  mind  that  there  are  significant 
differences  between  and  among  the  GSEs,  especially  those  whose  stock  is  publicly 
traded. 

With  regard  to  base  salary  of  the  Federal  Reserve  Presidents,  the  FRB  President  of 
New  York's  salary  is  $228,500.  He  receives  additional  benefits  similar  to  other 
employees  of  New  York  FRB.  However,  I  do  not  believe  that  the  Federal  Reserve  Bank 
President  positions  are  the  most  relevant  comparisons  to  the  Presidents  of  the  Federal 
Home  Loan  Banks  for  several  reasons.  The  Federal  Reserve  Bank  Presidents  are  not 
accountable  for  stockholder  return  on  investment.  They  do  not  have  the  full  balance 
sheet  and  asset/liability  management  responsibilities  of  Home  Loan  Bank  Presidents. 
Nor  do  they  manage  community  investment  or  affordable  housing  lending  initiatives. 
Moreover,  the  functions  of  the  organizations  are  completely  different.  The  Federal 
Reserve  Banks  serve  as  a  regulator  and  to  set  monetary  policy.  The  Federal  Home 
Loan  Banks  serve  to  facilitate  the  extension  of  credit  to  neighborhood  lenders.  Finally, 
1  would  submit  to  you  that  the  Federal  Reserve  Bank  Presidents'  compensation  is  de 
facto  paid  by  the  U.  S.  Treasury.  This  is  true  because  the  "net  income"  of  Federal 
Reserve  Banks,  after  a  fixed  6%  dividend  payment,  is  remitted  to  the  U.S.  Treasury. 
Operating  expenses,  such  as  compensation,  effectively  reduce  income  to  the  Treasury. 
In  contrast.  Federal  Home  Loan  Bank  Presidents  are  paid  entirely  by  pnvate  funds.  All 
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Federal  Home  Loan  Bank  "after-tax"  income  is  available  for  payment  to  financial 
institution  stockholders. 

I  hope  you  find  the  material  of  use.  Please  let  me  know  if  you  would  like  any  other 
information  that  you  believe  to  be  helpful. 

Sincerely, 


A3»ijL.A  mfl^ 


Alfred  A.  DelliBovi 


Attachments  (4) 


316 


; reccie    Mac    -    199i    Compensation    Data 
B.  Compervtatlon  Tables 

The  following  lablw  sei  fonh  with  respecl  to  tlic  named  ex&cutive  officers:  (i)  a  summary  of  ihe 
annual  compensation  paid  or  payable  for  services  rendered  in  1994,  1993  ai.J  1992.  respectively;  (ii)  the 
number  and  values  of  options  granted  in  1994,  and  (ill)  the  aggrcgattd  exercises  of  options  during  1994 


Attachmenc  1 


SUMMARY  COMPENSATION  TABLE 


YMr 

AmMl  CaniptnutiMi 

UnjTtnii  Ca^mmtUm 

AlOlhv 

Kbith  anl  PTtul^l  PtaltlOfl 

S,iM1 

Bonx 

Oiha  Amal 

suck 
AwwtOJ 

StOlrtltM 

Ld»nd  C   BrcJidsel 
Chairman  of  ihe  Board  utO 
Chief  ExccuUvc  Officer 

1994 
1993 
1992 

$830,000 
770.000 
620,000 

$600,000 
462.000 
389,000 

$95,212 

86,546 
56,129 

1525,866 
534,781 
421.875 

20,140 
21,400 
22,100 

$127,988 
114.748 
110.890 

Dsvid  W    Glenn 

Preiidtni  and 

Cbiff  Opernitng  OITiMr 

1994 
J  993 
1992 

570.000 
310,000 
450,000 

380.000 
255,000 
248,000 

— 

325,421 
289,469 
265.625 

15,210 
16,100 
16,900 

81.288 
74.648 
68,765 

Micnacl  K,  Stamper 
ExM   Vicr  Prtiideni— 
Riik  Manigttnanl 

1994 
1993 
1992 

301,500 
292,500 
280.000 

200.000 
109,500 
115,000 

— 

91.166 
88.313 

97.656 

6,480 
7,500 
9,600 

39.888 
39.398 
46.390 

Lsurnnce  T  Burden 
Sr   Vice  Prrsidenl— 
Into   Synemj  and  Ser^•lca(4) 

)994 
1993 
1992 

273,000 
262.500 
250.000 

9K.300 
105.000 
88.000 

59.123 

82.714 
78.500 
72.218 

5.870 
6.700 
6,600 

25.248 

23.3R3 

3.265 

Mnud  Miici 

Sr    Vicf  Prcndeni— General 

CoiinieJ  &  Secretary 

1994 
1993 
1992 

240.000 
230.000 
200,000 

1 1 5.200 
8R,000 
98,000 

72.450 
68,688 
S5.654 

5.160 
5,600 
6,600 

40.588 
29.698 
29.097 

(1)  Amoumi  ibown  include  certain  caih  and  noiv-caih  compenMtion  (or  tbe  Dtrr>e^  indlWduali  that  li  (reater  ttian  eiihe/ 
150.OOO  or  10  percent  of  the  turn  at  salary  tni  bonui,  iscluding  special  life  iaturance  premlumi. 

(2)  Mti>ough  the  Corpnration  awards  restrkled  iiock  at  a  diacnunted  value  to  reflect  a  turnover  risk  factor  during  the  resiricied 
period  amnonii  are  baud  on  market  price  o(  the  Corporalton't  common  itock  on  the  date  of  grant  in  r'ch  year.  The 
rritriciod  ttock  will  v«il  In  accordasee  wiib  one  oT  the  followiaj  icheduleit:  (i)  over  four  yean  at  the  rate  of  33  1/3  percent 
following  tbe  Kcond.  third  and  fourth  anruverjary  of  the  due  of  irant,  or  (ii)  over  five  yean  at  the  raU  cif  25  percent 
folk>^^'lng  etch  of  the  aecond,  third,  fourib  and  fifth  anniveonriM  of  the  dale  of  prant.  Tbe  value  and  numba  of  leairicttd 
iioclLhuldingt  II  December  3l,  1994  feu  each  of  the  named  eiecuiivet  arc  at  loUowt:  Mr.  BreodseJ  $1,621,355  (32,110 
•hsrei),  Mr  Glenn  $989,295  (19,590  abarei);  Mr.  Stamper  S327,493  (6.485  ahirei):  Mr.  Burdctl  $221,948  (4.395  aharat); 
•nd  M>.  Maicr  $243,633  (4.123  abares).  I>iv>deflds  are  payable  nn  resineicd  tiocii  to  the  lame  extent  and  In  ihc  same 
amounit  a>  on  the  CotporaKoe'i  other  iiiued  and  ouiitanding  iharcj  of  common  itoelL. 

Ii)  Figures  rcpreient  (I)  baalc  and  matching  oootrtbutioot  made  by  FiCJldic  Mac  to  tbe  C:orrxuatlon'i  'nirlfl/401(k)  Savings 
Plun  for  1992,  1993  ar>d  1994,  n  foltow:  Mr.  Biendtel  $16,268.  $15,8.50  and  $13,788:  Mr.  GleBD  116.268.  $15,850  and 
513.7)18;  Mr.  Stamper  $I5.0O6,  815,321  and  $13,788;  Mr  Burden  t!lJ6S,  $15,257  and  $9088.  and  Mi.  Mater  J16.268. 
S'  S.S50  and  $13,788.  and  (il)  aUocatioot  puriuant  to  the  Corporilion'i  lupnlemecml  execuilvc  bencAl  plan  for  1992.  1993 
ona  1 9M,  at  followi:  Mr,  Brendiel  $94,622,  $98,898  and  $1 1^200,  Mr.  Olcnn  $52,497,  $58,798  and  $67,500.  Mr.  Stamper 
$31,390.  $24,277  aitd  $26,100;  Mr.  B-'den  $0.  $8,126  and  $13,960;  and  M».  Mater  $12,829,  $13,848,  and  $26,800.  Tbe 
tupplenicnial  clocuiIvc  benefit  plan  p.. .idea  for  allocationt  in  imounu  Ibal  may  not  b«  contributed  to  the  T1inrc/40l(l() 
StMngi  Plan  bscauae  of  UmiiaiioM  Impoied  by  the  Internal  Revenue  Code. 

(4)  .Mr  Bujden  wai  SeaJor  Vice  Pretldcnl  ~- Infcrmaiion  Syilcmi  and  Service*  through  Decenbtr  31.  1994,  He  hai 
announced  hit  reaignalioa  from  Ibai  poaltion.  elTcctive  June  8,  1995. 
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Ac  tachmenc 


r.i:-~.e    Mje    -    : 'r'V-    Compensation    Daca 

Compcnutton  of  Cncutiv*  OUctn 

The  foiJownc  sumiwry  compensaton  tabis  sets  lorth  the  cofupensaton  earned  by  lh«  chief  execuov*  officef  and  the 
Vxr  most  t^igWy  corr^imatail  execvVve  oBoara  of  the  coiporation  whose  total  casn  oompenaadon  exceeded  $100,000. 


SUMMARY  COMPENSATION  TABLE 


IfingTviii 


AmtlCCBi^tnmtan' 

AMTdt 

P9fOj» 

Pvtc^  PoUlOi 

TMT 

"^ 

CDopvwcton 
IS) 

»              it) 

UIP 

ConvvaMon* 
0) 

Jamee  A  Johnion 
Ovnwn  01  the  Bo«d  of 
Ofeciof»BnaQ»et 
ExtaJOve  Onoet 

18M 

1983 
1992 

(736,000 
700.000 
631.600 

$832,433 
608,338 

506,200 

t  12.349 
12.647 
15,605 

64,800 
45,000 
87.400 

$1,658,797 
2,406,011 

865,660 

$  9.262 

ia4«5 

11.563 

Ltwrsnce  M.  Smdl 
PresKtem  and  OM 
Operating  Ofcei 

IBM 
1803 
19B2 

607^45 
S7»;2«4 
550,000 

413,063 
334,248 
330,000 

38.115 
42.775 
170.956 

62.100 
25J)0O 
15,200 

1,010.036 

1,092.077 

280,204 

5.826 

asio 

&010 

Rankir  D.  FUi>M 
Vcs  CTiairman  o*  ihe  Board 

cf  Otracaon 

1904 
1983 
1892 

525.000 
500,000 
47S,00O 

327,027 
263.682 
261,250 

12.880 
8.007 
12.061 

48,100 

24,000 
13,900 

855,560 

1.001,153 
277,477 

5.355 
8,604 
6.230 

J  Tmcxhy  HoioanJ 
ExecUM  Vice  Preaidanl 
and  Oiat  F^nanciaJ  OScar 

IBM 
1893 
1892 

325,000 
300,000 
279,000 

1M,044 
144.812 
136,500 

203 
322 

1.763 

23^00 
12.600 
03SO 

586.032 

1,044,707 

652.769 

4.766 
7,500 
7.246 

Robenj.  Uvr 
ExAsu»M  Vloe  Prewjem— 

Manias  ng 

1994 
1893 
1962 

325,000 
300,000 
271,000 

1M,044 
144.812 
136,500 

1B2 

241 
1,807 

23.200 
12.800 
8.BS0 

558.614 
826,618 
616.356 

4,642 
7,369 
7.124 

(1)  "S«ia/y"  ticiujM  airouma  tliai  w«n  earned  in  19M  but  defened  to  Ulj  year*;  "Bonua"  induoaa  amounti  aoonjed  unoar 
Ihe  Annual  InoarthM  Pitn  tor  tt«  year  1994;  'XJtMr  Annual  Compertsation'  indudM  certain  paymenU  tor  tax  ocxaiaallng  and 
fnanoal  piarvikig  larvtoaa,  haani  aiauranoa.  ratocaUcm  aifMnsaa,  and  offwr  benefta. 

UO  Tha  1995  anoMa  calanaa  payatM  lo  the  ndrviduala  named  in  the  cash  compensaton  tMiia  «e  as  fokwa:  Ut.  JoTnaor^. 
$800,000;  Mr.  Srul,  $838,237:  Mr.  Ra*ia\  $551,250;  Mr.  Howard.  $341,250;  and  Mr.  L«*in,  $341,250. 

(3)  Bacajae  rertncted  oommon  alock  ia  hetd  in  eacraw  until  vea^ad,  as  of  DecamtMr  31. 1894,  Chemical  Bari^  actir>g  at  eacrow 
agent,  tiald  rattrictad  common  atock,  aiOject  to  vesting  achedttea  extendng  up  to  six  year*  fian  dale  of  yart  with  ending 
caiae  as  ahoiwn,  lor  the  foUowtno  awcutiva  oOoeia;  Mr.  Jotmaon,  November  1996;  Mr.  Smal,  Saptembar  1997;  Mr  Rahas, 
July  :  897:  Mr.  Howard,  Novan'^ber  1867;  and  iwlr.  I.avln.  November  1997.  TTv  s^ar«  amourta  and  aggiegale  valuea  of  tnair 
unvested  raatricied  canvrxm  atock  are:  I*.  Johnson,  8.000  stwras,  $563,000;  Mr.  Snal.  12,000  ahaiea,  $874,500; 
M.  Ralnea,  9,600  aharea.  $899,600;  Mr.  Howard.  4,520  aharea.  $329,385:  and  Mr.  l»m.  6.466  ihvsa.  $470.461 .  Dividends 
■re  paU  on  rattriciad  common  atock  ai  t>a  aame  rats  aa  the  (tvidertds  paid  on  Fannta  Mae's  coimKm  atodi 

(4)  "AI  Other  CorspenaaUor"  Indudaatia  1994  employar  match  under  the  Retaarnent  Savinga  Plan  lor  Employees  Oha  "Plan') 
and  tpit  dollar  Me  Inauranoa  payments.  Ftruila  kAaamatchea  100  percem  of  an  employee's  conDiaiiona  to  the  Plarv  up  to 
3  peroem  o(  salary,  but  not  RMra  than  1  percent  ol  salary  lor  after-tax  oontrtuiuona.  EflacniiM  January  1. 1894.  tie  amual 
compensaiion  corwidered  for  banaltte  under  the  Plan  b  capped  at  $150,000;  trie  maximum  match  any  Paniopani  may  reoerve 
Is  $4,500.  The  named  aMacuKa  oAoers  received  an  emplc^  match  laider  the  Ratlramani  Savtngs  Plan  in  1894  as  follows: 
Mr.  Johnsoa  Mr.  Smal,  Mr.  Raktaa,  Mr.  Howwd.  and  Mr.  Levin,  eacn  $4,500.  Aa  tcihe  apCl  dollar  Me  kwrsrKe  payments, 
trw  axecutrve  irwiranoe  program  haa  been  deelgned  so  thai  Its  ooet  lo  Fannie  Mae  Is  nol  eapected  lo  be  mora  trwn  the  coat 
0*  ooinparabla  OMerage  uitder  the  group  term  Wa  Insurai^e  program  tvailabia  to  al  aniplo)«ea.  Qenoraliy,  under  the  lainia 

(Foomolt  Conihutd)     I 


94-027    96-11 
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Sallie  Mae  -  1994  Compensation  Data 

COMPENSATION  TABLES 


Attachment  3 


SUMMARY  COMPENSATION  TABLE 
Aiinual  Compensation 


Long-Term  Compensation 


Year      Salary"'        Bonus'" 


Restricted     Securities  All  Other 

Other  Annual        Stock       Underlying        LTIP        Compen- 
Compensation      Award"'       Options"'       Payout"        satiun'' 


Lawrence  A.  Hough 
Pre>ic!eni  and  CEO 


1994  $510,000  $145,025 
1993  496.903  290.000 
1992     476.135     330.000 


$144,975      30.000      $381,100    S30,565 

—  20.000    361.261   29.65.~ 

—  17.000   296.835   2S.:98 


Timothv  G.  Greene 

1994 

288.000 

155,000 

E\  P  anJ  General  Counsel 

1993 

281.077 

150,000 

1992 

269.558 

150.000 

Denise  B.  McGlone 

1994 

253.846 

250.000 

Evp  jnd  CFG 

1993 

— 

— 

1992 

— 

— 

rtoben  D.  FriedhofT 

1994 

245.000 

165.000 

EVP    Sen.'icing 

1993 

220.847 

125.000 

12.000 

133.237 

17.280 

9.000 

61.678 

16,774 

6.500 

— 

i6.o;: 

12.000    82.683   U  "00 
8.000    72.368   2 1. 026 

5.500       60.304     i::5: 


Lydia  \L  .Marshall 

EVP,  .Marketing 


1994  235,000  165,000 
1993  187.607  100,000 
1992      179.370       85,500 


— 

12.000 

73.058 

14.100 

— 

4.300 

68.927 

11.195 

— 

3.500 

63.124 

10.659 

i  Sa!a.-\     IS  the  base  salary  earned  in  the  current  year  including  all  salary  deferred  to  future  years 

j  ■      Bonui    IS  the  amount  earned  for  the  year.  The  bonus  is  determined  and  payable  in  the  following  year  Of  .Mr 

j  Hot;en  s  1994  Bonus  of  S290.000.  50%  was  paid  in  cash  (S145.025)  and  50%  was  granted  in  the  form  of  3.866 

I  s-.jres  of  restricted  Common  Slock  with  a  cash  value  of  $144,975  on  the  date  of  grant  See  "Annual  Bonus.'  page 

I  ScouruieN  Lnderlying  Options"  includes  stock  options  granted  at  market  prices  in  January  of  each  year    The 

:  c\src:se  prices  of  the  options  are  as  follows:  January  1992:  $70,875.  January  1993   $73  875.  and  January  1994 
S-9  Ou 


Ej,:.i  sear  s  Long-Term  Incentive  Plan  ("LTIP" 
i-.e.-.ine  Performance  Plan: 


Payout  is  comprised  of  the  following  payments  under  ihe 


!994  —/'Of  the  total  award  earned  in  each  of  the  IPP  years  1991.  1990.  and  1989.  paid  in  January  1994 
.993  — 'lof  the  total  award  earned  in  each  of  the  IPP  years  1990.  1989.  and  1988.  paid  in  January  1993. 
!99:  —'/)  of  the  total  award  earned  in  each  of  the  IPP  years  1989.  1988.  and  1987.  paid  m  January  1992 

Greene  »as  not  eligible  to  receive  awards  earned  under  IPP  prior  to  the  1990  IPP  payout  which  commenced  in 
-•   Mj  .McGlone  is  not  eligible  to  receive  awards  earned  under  IPP  until  the  1994  IPP  payout  which  commences 

!  Other  Compensation"  consists  of  the  Employees'  Thrift  and  Savings  Plan's  and  the  Supplemental  Employees 
:t;  and  Savings  Plan's  employer  matching  contributions  of  up  to  6%  of  base  salary  and  income  resulting  from 
chases  of  stock  under  the  Employees'  Stock  Purchase  Plan. 
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TESTIMONY  OF 

ALEX  J.  POLLOCK 

PRESroENT  AND  CHIEF  EXECUTIVE  OFFICER 
FEDERAL  HOME  LOAN  BANK  OF  CHICAGO 

Before  the 

SUBCOMMITTEE  ON  CAPITAL  MARKETS,  SECURITIES  AND 
GOVERNMENT  SPONSORED  ENTERPRISES 

of  the 

COMMITTEE  ON  BANKING  AND  FINANCIAL  SERVICES 

of  the 

U.S.  HOUSE  OF  REPRESENTATIVES 

September  28, 1995 
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TESTIMONY  SUMMARY 

The  testimony  of  Alex  J.  Pollock  focuses  on  three  key  points  regarding  the 
Federal  Home  Loan  Bank  System.  It  stresses  that  the  System  needs  (1)  to  improve 
management  effectiveness;  (2)  to  increase  innovation  and  market  discipline;  and 
(3)  to  contribute  to  the  rebalancing  of  the  American  home  mortgage  finance  system. 
The  statement  provides  answers  to  the  questions  posed  by  the  Subcommittee 
regarding  issues  affecting  the  FHLB  System.  Additionally,  it  includes  responses 
from  directors  of  the  Chicago  Bank's  Board  to  questions  that  were  posed  to  the 
shareholder  witnesses. 

The  testimony's  three  key  elements  include: 

1.  Management  Effectiveness.  The  complex  FHLB  System  operates  with  fourteen 
different  managerial  components:  twelve  FHLBs,  the  Federal  Housing  Finance 
Board,  and  the  Office  of  Finance.  This  means  that  every  management  function  is 
repeated  in  at  least  twelve  and  often  fourteen  locations.  The  testimony  suggests 
there  are  opportunities  to  make  this  a  more  rational  system. 

2.  Market  Discipline.  To  create  customer  market  discipline,  membership  and  all 
dealings  with  FHLBs  should  be  on  a  purely  voluntary  basis.  This  point  is  agreed 
upon  by  essentially  all  parties.  However,  this  situation  is  complicated  by  the 
unusual  nature  of  the  equity  capital  of  the  Banks,  which  provides  for  the  ability  to 
withdraw  capital  when  withdrawing  from  membership.  Historically,  capital  was 
locked  in  despite  this  provision  because  of  mandatory  membership.  With  frill 
voluntary  membership,  this  would  no  longer  be  true.  To  address  this  issue  the 
testimony  suggests  creating  permanent  equity  capital. 

3.  Rebalancing  the  Mortgage  Finance  System.  In  order  to  be  more  effective 
mortgage  finance  competitors,  private  financial  institutions  need  access  to  long-term 
financing  and  interest  rate  risk  hedging.  This  is  the  specialty  of  the  FHLB  System 
and  why  it  is  one  of  the  most  powerfril  methods  available  for  helping  local  financial 
institutions  compete.  A  stronger  FHLB  System  would  foster  a  more  competitive, 
decentralized  mortgage  finance  system.  In  order  to  achieve  this,  the  testimony 
states  that  a  common  set  of  legal  and  regulatory  principles  governing  all  of  the 
housing  GSEs  should  be  estabUshed. 
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Chairman  Baker,  Ranking  Member  Kanjorski,  and  members  of  the 
Subcommittee,  I  appreciate  this  opportunity  to  testify  on  the  Federal  Home  Loan 
Bank  System.  Let  me  begin  by  thanking  you,  Mr.  Chairman,  for  your  continued 
leadership  in  this  area.  I  would  also  like  to  thank  you  and  Congressman  Kanjorski 
for  your  eflForts  regarding  the  REFCORP  amendment  to  the  Committee's  budget 
reconciUation  bill,  which  represents  significant  progress. 

Today,  I  am  testifying  on  behalf  of  the  Chicago  Home  Loan  Bank.  As  you 
know,  while  most  Federal  Home  Loan  Banks  agree  on  a  number  of  issues,  it  is 
difiBcult,  if  not  impossible,  to  represent  all  of  the  varied  viewpoints  as  a  unified 
System  position.  In  some  of  the  more  speculative  areas,  I  will  present  my  personal 
opinions. 

INTRODUCTION 

There  are  many  positive  aspects  of  the  Federal  Home  Loan  Bank  System.  It 
has  an  excellent  mission:  promoting  economical  home  finance  and  home  ownership 
throughout  America.  It  has  very  conservative  assets  and  the  highest  credit  quahty. 
It  is  the  best  method  for  the  vast  majority  of  financial  institutions  to  achieve  the 
long-term  financing  and  management  of  interest  rate  risk  which  are  required  to  be 


323 


successful  in  providing  mortgage  finance  to  their  communities.  It  has  attracted 
3,500  commercial  banks  throughout  the  country  as  voluntary  members.  This  rapid 
membership  growth  provides  an  unambiguous  demonstration  in  a  volimtary  market 
test  of  the  value  provided  to  these  financial  institutions.  The  System  is  a  very  large 
financial  entity,  with  more  than  $250  biUion  in  assets  and  about  $120  biUion  in 
advances  to  members.  It  is  one  of  the  largest  issuers  of  debt  seciuities  in  the  world 
and  the  third  largest  financial  institution  in  the  United  States,  exceeded  in  assets 
only  by  Faimie  Mae  and  Citicorp. 

My  testimony  has  three  principal  themes.  The  FHLB  System  needs:  (1)  to 
improve  management  effectiveness;  (2)  to  increase  innovation  and  market 
discipline;  and  (3)  to  contribute  to  the  healthy  rebalancing  of  the  American  home 
mortgage  finance  system.  I  will  elaborate  on  these  in  my  responses  to  the  questions 
posed  by  the  Subcommittee.  The  latter  part  of  my  testimony  will  share  some  of  the 
thoughts  of  members  of  the  Chicago  Bank's  Board  of  Directors.  I  asked  each 
director  to  respond  to  the  questions  the  Subcommittee  posed  to  its  shareholder 
witnesses,  and  I  beUeve  their  comments  are  quite  interesting. 
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RESPONSE  TO  QUESTIONS 

The  following  are  specific  responses  to  eight  questions  posed  by  the 

Subcommittee: 

Question  1.  The  FHLB  System  provides  an  alternative  source  of  short, 
intermediate,  and  long-term  funding  for  financial  institutions  who 
participate  in  housing  finance.  If  the  System  did  not  exist  today,  could  it 
be  created  in  the  present  market  and  Congressional  environments?  If 
you  were  asked  to  design  a  FHLB  System  from  scratch  today,  how  would 
your  recommended  System  differ  from  the  current  System? 

It  is  my  view  that  if  the  FHLB  System  did  not  exist,  it  not  only  could  be 
created,  but  without  question,  should  be  created.  The  System  performs  a  vital 
function  in  the  home  finance  process  by  linking  fuiancial  institutions  to  the  domestic 
and  international  bond  market.  This  is  extremely  helpful  to  the  vast  majority  of 
financial  institutions  ~  more  than  95%  -  that  do  not  have  access  to  the  bond  market 
on  their  own.  It  is  particularly  important  if,  as  a  society,  we  want  these  institutions 
to  promote  home  ownership.  Today,  the  voluntary  membership  in  the  System 
exceeds  4,400  financial  institutions  ~  and  the  total  membership  is  at  an  all-time 
historical  high.  This  objective  market  test  demonstrates  that  the  System  delivers 
significant  value  to  these  institutions. 
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One  of  the  essential  advantages  of  FHLB  membership  for  financial 
institutions  is  the  opportimity  to  expand  their  mortgage  portfolios  because  they  now 
have  a  matching  source  of  liquidity,  funding,  and  interest  rate  risk  management. 
FHLB  advances  allow  member  financial  institutions  to  meet  the  needs  of  their 
customers  by  making  mortgage  loans  and  managing  with  their  own  local  credit 
standards  —  not  criteria  determined  in  Washington.  Both  urban  and  rural 
communities  benefit  fi^om  this  flexibility,  which  is  what  a  competitive  market  is  all 
about.  Our  research  shows  a  direct  correlation  between  advances  fi-om  the  FHLB 
System  and  an  increase  in  residential  mortgages.  For  example,  commercial  bank 
members  that  borrow  fi-om  FHLBs  have  a  higher  annual  growth  rate  in  residential 
mortgage  assets  than  commercial  banks  that  are  not  members.  On  average,  they 
increase  their  mortgage  assets  by  $2.4  million  for  every  $1  million  in  advances. 

As  we  all  know,  homeownership  is  a  consistent  political  goal,  not  only  in  this 
country,  but  around  the  world.  It  is  a  unique  social  element  that  stands  apart  from 
any  other  consumer  good.  The  desire  to  own  one's  home  is  deeply  rooted  in 
sociological,  psychological,  and  probably  deep,  biological  needs.  Homeownership 
has  the  power  to  change  the  fimdamental  nature  of  a  society,  as  suggested  by 
Thomas  Jefferson's  statement  that  "the  small  landholders  are  the  most  precious  part 
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of  a  state."  At  the  creation  of  the  Federal  Home  Loan  Bank  System,  President 
Hoover  said,  "As  a  people  we  need  at  all  times  the  encouragement  of 
homeownership."  There  have  been  many  initiatives  by  administrations  to  increase 
homeownership  since  then,  and  the  Clinton  Administration  has  recently  launched  a 
major  effort,  the  "National  Homeownership  Strategy."  Housing  finance  involves  the 
social  system,  as  well  as  the  financial  system. 

In  response  to  the  second  part  of  this  question,  if  I  were  to  design  a  FHLB 
System  from  scratch  today,  it  would  differ  from  the  current  System  in  the  following 
ways.  The  new  System  would  have  a  more  effective  management  structure.  It 
would  have  a  complete  separation  of  management  and  regulatory  functions.  It 
would  have  the  ability  to  innovate,  create  new  products,  and  evolve.  Finally,  and 
this  is  my  personal  view,  it  would  be  required  to  have  permanent  capital  -  in  other 
words,  normal  equity  capital. 

An  international  view  is  instructive  when  considering  the  FHLB  System. 
There  are  several  other  countries  which  have  or  are  planning  FHLB-like  entities  to 
Unk  mortgage  lenders  to  the  bond  market.  In  short,  the  fundamental  function  of  the 
FHLBs  is  a  general  financial  idea,  one  not  limited  to  a  certain  place  or  time. 
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Question  2.  Should  the  mission  of  the  System  be  expanded  to  include 
other  types  of  finance,  e.g.  agricultural,  rural,  and  industrial 
development? 


To  answer  this  question,  we  must  distinguish  the  types  of  financial  risks 
associated  with  any  financial  assets:  (1)  liquidity,  (2)  interest  rate/duration, 
(3)  option,  and  (4)  credit.  The  special  competence  of  the  FHLB  System  is  its  ability 
to  manage  three  of  the  four  risks:  liquidity,  interest  rate/duration,  and  options.  The 
secret  of  our  financial  strength  is  maintaining  low  credit  risk  by  having  member 
institutions  and  other  entities  bear  this  risk. 

I  beUeve  we  should  explore  expanding  the  FHLBs'  lending  domain,  provided 
that  this  pattern  of  risk  specialization  is  maintained.  For  example,  we  could  do 
much  more  in  the  area  of  Farmers  Housing  Administration  rural  housing  loans  or 
FHA  mortgages  as  long  as  we  have  a  partner  to  take  on  the  credit  risk,  while  we 
provide  fimding  and  bear  the  liquidity,  interest  rate,  and  option  risks.  This  pattern  of 
FHLB  contribution  could  potentially  be  appUed  in  a  wide  variety  of  contexts, 
although  departing  fi-om  a  strict  housing  mission  is  of  course  controversial  among 
the  Banks  and  the  member  shareholders. 
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In  this  context,  it  is  an  essential  point  that  the  basic  pattern  of  risk 
specialization  just  discussed  can  also  create  new  housing  finance  products  and  thus 
make  a  greater  contribution  to  our  principal  mission. 


Question  3.  Would  your  Board  consider  having  all  System  investment 
activity  centralized  in  the  Office  of  Finance?  Would  this  benefit  the 
System? 


The  Chicago  Bank's  Board  has  unanimously  agreed  that  it  does  not  deem  this 
proposal  worthy  of  consideration.  There  are  two  principal  reasons.  First,  the  Office 
of  Finance  is  controlled  by  the  Federal  Housing  Finance  Board  (FHFB),  the 
System's  regulator.  It  obviously  is  not  appropriate  for  a  government  agency  to 
manage  the  investment  portfolios  of  the  banks  it  regulates.  Secondly,  it  would  be 
unwise,  if  not  negligent,  for  the  Banks  not  to  control  the  assets  and  liabilities  which 
put  their  shareholders'  equity  at  risk. 


Question  4.  If  the  System  were  a  single  Bank  with  12  branch  offices  and 
regional  advisory  boards,  how  would  the  membership  and  membership 
participation  be  affected? 


In  the  Chicago  Board's  and  my  own  view,  this  would  not  affect  either 
membership  in  the  System  or  member  participation. 
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Question  5.  It  has  been  said  that  the  FHLB  System  enables  financial 
institutions  focused  on  housing  to  compete  with  Fannie  Mae  and  Freddie 
Mac  Is  this  a  valid  assertion  and  is  the  FHLB  System  properly 
positioned  to  compete  with  the  other  housing  GSEs? 


This  is  definitely  a  valid  assertion.  The  System  is  a  major  factor  in  allowing 
private  financial  institutions  to  be  at  all  competitive  in  a  mortgage  market 
increasingly  dominated  by  two  housing  GSEs.  One  of  your  previous  witnesses, 
Thomas  Stanton,  has  written  "The  financial  advantage  conferred  by  their  federal 
charters  has  permitted  Fannie  Mae  and  Freddie  Mac  to  hold  or  securitize  literally 
over  a  trillion  dollars  of  mortgages... that  earlier  would  have  been  held  in  the 
portfolios  of  primary  lenders,  especially  thrift  institutions."'  Credit  risk  continues  to 
be  absorbed  by  the  federal  government  through  these  entities,  while  they  constantly 
take  market  share  away  fi'om  financial  institutions. 

To  address  the  second  part  of  this  question,  substantial  improvements  could 
be  made  in  the  positioning  of  the  System  to  compete  with  the  other  housing  GSEs. 
The  American  mortgage  finance  system  should  be  primarily  a  private  market 
system,  with  a  large  number  of  vibrant  competitors,  operating  with  their  own  credit 
standards  and  managing  their  own  customer  relationships.    We  have  been  rapidly 


'  Stanton,  Thomas  R  "Government  Sponsored  Enterprises  and  the  Transformation  of  the  American  Housing 
Finance  System,"  Housing  Finance  International,  September  1995,  p.  24. 
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moving  away  from  such  a  housing  finance  system  and  toward  a  centralized  one. 
There  is  a  clear  need  to  rebalance  the  system.  A  look  at  the  profitability  of  the  other 
housing  GSEs,  whose  return  on  equity  was  23%  last  year  and  is  consistently  in 
excess  of  20%,  tells  us  there  is  certainly  room  for  more  competition. 

Modernization  of  the  FHLB  System  would  help  the  mortgage  finance  market 
to  be  more  competitive,  help  private  financial  institutions  compete,  and  lower  the 
cost  to  the  ultimate  mortgage  borrower.  The  primary  obstacle  to  this  type  of 
improvement  is  the  cumbersome  structure  of  the  FHLB  System  itself 

An  essential  step  to  achieve  a  rebalancing  would  be  the  creation  of  a  set  of 
legal  and  regulatory  principles  that  apply  uniformly  to  all  housing  GSEs.  We  are 
very  far  from  that  today.  Fannie  Mae,  Freddie  Mac,  and  the  FHLB  System  should 
operate  with  the  same  asset  powers,  the  same  regulatory  environment,  and  the  same 
capital  requirements  to  promote  a  competitive  market.  Their  rules  could  apply  to  us, 
ours  to  them,  or  we  could  meet  in  the  middle.  Having  the  same  rules  apply  to  all  of 
the  housing  GSEs  is  the  key  point.  I  believe  this  would  create  a  stronger,  more 
efiicient  mortgage  market. 
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Question  6.  How  much  could  the  affordable  housing  and  community 
investment  programs  be  expanded  in  terms  of  dollars  and  still  retain  the 
financial  integrity  of  the  programs? 


The  affordable  housing  program  (AHP)  and  community  investment  program 
(CIP)  need  to  be  addressed  separately  since  the  two  programs  are  fundamentally 
different.  The  AHP  makes  grants  which  are  the  equivalent  of  charitable 
contributions  made  by  a  private  corporation,  although  these  are  contributions  made 
mandatory  by  statute.  The  AHP  is  a  successful  and  important  part  of  our  activities, 
which  utilizes  a  private  sector  delivery  system  for  a  variety  of  locally-initiated 
community  projects.  The  FHLBs  contribute  the  greater  of  10%  of  earnings  or  $100 
milhon  to  the  AHP.  This  is  a  very  large  commitment  in  comparison  to  any  corporate 
standards.  At  the  current  level  of  REFCORP  and  AHP  expenses,  the  Banks  are  just 
able  to  meet  our  rate  of  return  and  dividend  requirements.  In  my  view,  there  is  no 
room  for  a  heavier  financial  burden.  Of  course,  as  we  progress,  our  contributions  to 
the  AHP  grow  as  income  grows,  and  the  AHP  shares  in  our  success. 

With  the  CIP,  we  are  making  low-cost  advances  which  break  even.  This 
program  is  also  successfiil  and  a  good  partnership  with  our  member  institutions. 
The  key  to  both  the  AHP  and  CEP  is  that  they  take  a  bottom-up  approach  to  assist 
local  initiatives.  Of  course,  CIP  advances  absorb  funding  capacity  and  capital,  and 
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excessive  expansion  of  CIP  lending  would  woric  to  the  detriment  of  the  regular 
advance  program  and  impair  the  performance  of  the  Banks.  To  strike  the  right 
balance,  CIP  should  be  viewed  as  relative  to  the  advance  portfolio.  I  beUeve  a  level 
of  4-5%  of  advances  is  a  good  proportion. 


Question  7.   How  does  your  Bank  determine  the  amount  of  dividend  it 
will  pay  to  member  shareholders? 


One  way  FHLBs  differ  from  most  corporations  is  that  the  growth  of  our 
capital  base  does  not  depend  on  retained  earnings,  but  from  the  continued  flow  of 
new  members  which  invest  new  paid  in  capital.  For  example,  since  the  end  of  1991 , 
total  equity  at  the  Chicago  Bank  has  increased  by  75%.  Equity  for  the  System  as  a 
whole  has  increased  35%  during  the  same  period  of  time. 

One  result  of  the  statutory  capital  formulas  is  an  overcapitalization  of  the 
System  relative  to  its  risk.  It  is  impossible  for  the  Banks  to  manage  their  capital  like 
private  corporations  and  other  housing  GSEs,  because  of  the  inflexible  capital  rules 
contained  in  statute. 
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Our  dividend  goal  is  to  provide  our  shareholders  with  a  competitive  current 
return  on  their  equity  investment.  This  return  must  be  fair,  considering  the  low-risk 
and  high  quality  of  the  System.  In  Chicago,  our  benchmark  is  the  moving  average 
of  the  one-year  Treasury  bill.  Our  strategic  goal  is  a  dividend  of  1%  over  the 
average  and  our  thiee  year  average  of  this  spread  is  1.54%.  Our  average  dividend 
payout  ratio  from  1992  to  now  is  99.2%,  which  we  think  is  appropriate  given  our 
unique  capital  dynamics. 


Question  8.  How  does  your  Bank  establish  rates  for  advances?  Do  all 
borrowers  for  the  same  term,  on  the  same  day,  receive  the  same  cost  of 
funds? 


Our  Bank  establishes  rates  for  advances  based  on  the  all-in  marginal  cost  of 
funds  for  consolidated  obligations  of  matching  maturity,  including  the  cost  of  any 
embedded  options,  plus  a  spread.  The  spread,  like  any  price,  balances  the 
profitability  of  the  Bank  and  the  attractiveness  of  the  rate  to  the  customer.  The 
spread  can  differ  by  product,  maturity,  and  size  of  transaction.  The  same  rules 
^ply  to  all  borrowers. 

As  to  rates  "on  the  same  day,"  financial  markets  continually  change 
throughout  the  day  and  since  a  great  deal  can  happen  in  one  or  two  hours,  the  cost 
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of  funds  for  all  borrowers  on  the  same  day  is  not  necessarily  the  same.  If  the 
markets  are  moving,  just  as  with  any  financial  instrument  (say  100  shares  of  stock 
bought  from  Merrill  Lynch)  the  price  will  vary. 

VIEWS  OF  CHICAGO  SHAREHOLDERS/DIRECTORS 

In  preparation  for  this  hearing,  the  Subcommittee  asked  several  shareholder 
witnesses  to  respond  to  seven  questions.  In  turn,  I  asked  the  Chicago  directors  to 
provide  their  thoughts  on  these  questions.  Here  are  some  of  their  responses: 


Question  1.  As  of  June  30,  1995,  the  FHLB  System  had  $119  billion  in 
advances  to  members.  Does  your  institution  use  FHLB  advances  as  a 
permanent  source  of  funding?  If  there  were  no  FHLB  System,  how  would 
your  institution  replace  the  funding  source? 

•  "FHLB  advances  have  become  an  indispensable  source  of  funds.  " 

•  "Without  these  advances,  we  would  not  be  able  to  make  as  many 
mortgage  loans,  and  would  not  be  able  to  offer  as  favorable  loan  terms  to 
borrowers. " 

•  "(If  there  were  no  System),  it  is  likely  we  would  be  forced  to  shrink  our 
bank  by  $200  million  and  curtail  lending.  " 

•  "The  right  to  borrow  at  wholesale  rates  is  a  tremendously  valuable  off- 
balance  sheet  asset. " 
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Question  2.  It  has  been  said  that  the  principal  value  of  the  FHLB  System  to 
financial  institutions  is  that  it  provides  a  dependable  source  of  liquidity  which 
enables  the  member  institutions  to  hold  longer-term  assets  and  to  receive  the 
earnings  value  of  the  mismatch.  How  much  of  a  mismatch  do  you  believe 
appropriate? 

•  "It  is  difficult  to  make  money  if  there  is  a  perfect  match.  A  well  managed 
mismatch  of  5%  to  10%  could  be  considered  appropriate.  " 

•  "We  do  not  use  advances  in  this  manner.  We  believe  all  mismatch 
should  be  held  to  a  minimum.  " 

•  "FHLB  advances  actually  help  control  interest  rate  risk  by  providing 
matched  funding  sources. " 

Question  3.  The  FHLB  System  provides  other  assistance  to  member 
institutions  besides  advances  and  liquidity.  Do  you  see  the  FHLB  System  as  an 
emerging  substitute  for  the  more  traditional  correspondent  financial  institution 
network? 

•  "Yes.  In  asset/liability  management  consulting,  funding  and  mortgage 
loan  purchases. " 

•  "Future  uses  could  include  interest  rate  swaps.  " 

Question  4.  How  often  does  your  institution  evaluate  its  investment  in  the 
FHLB  System?  Under  what  conditions  would  you  become  concerned  about 
your  investment? 

•  "Evaluate  investment  monthly.  Would  become  concerned  over  earnings 
problems,  management  problems,  problems  at  other  FHLBs,  and 
negative  legislative  changes.  GSE  competition  also  concerns  me.  " 

•  "(Would  be  concerned)  if  the  capital  level  or  earnings  were  impaired.  " 

•  "We  have  been  concerned  about  the  value  of  the  stock  ever  since  the 
FHLBanks'  retained  earnings  were  confiscated  in  the  1980s  and  the 
REFCORP  burden  was  imposed.  " 
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Question  5.  How  significant  a  factor  is  the  rate  that  you  receive  on  the  FHLB 
dividend  in  your  decision  to  be  a  member  of  the  FHLB  System? 

•  "Somewhat    significant;     however,     liquidity    availability    is    more 
important. " 

•  "We  primarily  look  to  the  System  for  the  liquidity  it  provides.  " 

•  "The  implicit  value  in  having  access  to  the  FHLB  System  provides 
additional  compensation. " 

Question  6.  As  a  shareholder  in  a  FHLBank,  your  institution  has  an  equity 
investment  in  one  Bank  of  a  12  Bank  System  that  has  a  joint  and  several 
liability  on  $220  billion  of  debt.  How  much  do  you  know  about  the 
investment  practices  of  the  12  FHLBanks? 

•  "The  joint  and  several  liability  concerns  me  to  the  point  of  questioning 
why,  at  this  time,  do  we  need  12  banks.  " 

•  "We  know  very  little.   The  stand  alone  triple  A  rating,  and  the  regulatory 
exams  are  our  only  protection.  " 

•  "We  really  don't  know  any  more  about  the  investment  practices  of  the 
FHLBs  than  we  do  about  other  correspondent  banks  we  use.  " 
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Question  7.  How  actively  do  you  participate  in  the  governance  of  your 
FHLBank?  Are  there  improvements  that  your  would  make?  If  you  could 
receive  the  same  benefits,  would  you  prefer  to  own  stock  in  a  national 
FHLBank? 

•  "TJie  Bank  needs  the  ability  to  offer  more  products.  " 

•  "A  national  FHLBank  would  be  acceptable.  " 

•  "We  have  no  objections  to  a  national  FHLBank  with  regional  branches.  " 

•  "Consolidation,  either  in  part  or  in  total,  should  be  actively  studied  and 
recommendations  should  be  given  serious  consideration.  " 

•  "We  would  prefer  to  own  stock  in  a  national  FHLBank.  " 


The  Chicago  Board  also  asked  me  to  express  its  views  regarding  the  System 
voting  rules.  Currently,  a  shareholder  in  a  FHLB  may  only  vote  up  to  the  average 
number  of  required  shares  held  by  members  in  its  state,  so  any  shares  owned  over 
that  average  may  not  be  voted.  This  may  result  in  large  shareholders  being  able  to 
vote  less  than  10%  of  their  shares,  which  is  pretty  far  from  one  share-one  vote.  We 
suggest  that  the  current  rule  is  an  anachronism.  A  reasonable  step  at  this  point 
could  be  to  change  the  rule  to  state  that  no  single  shareholder  may  vote  more  than 
5%  of  all  outstanding  shares. 
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CONCLUSION 


The  FHLB  System  has  three  essential  needs: 

•  To  improve  management  effectiveness 

•  To  increase  innovation  and  market  discipline 

•  To  contribute  to  the  rebalancing  of  the  American  home  mortgage 
finance  system 

Management  Effectiveness 

On  the  first  point,  everyone  who  is  part  of  the  System  or  familiar  wdth  it  will 
readily  agree  ~  and  I  think  perhaps  you  in  particular,  Mr.  Chairman  -  that 
managerially  the  FHLB  System  is  complex,  cumbersome,  and  problematic.  It 
operates  with  fourteen  different  managerial  components:  twelve  FHLBs,  each  with 
its  own  shareholders,  board  of  directors,  and  management;  the  Federal  Housing 
Finance  Board,  which  has  responsibiUties  for  safety  and  soundness  oversight 
uncomfortably  combined  with  numerous  management  activities;  and  the  OfiGce  of 
Finance,  a  joint  ofiQce  placed  rather  ambiguously  between  the  twelve  Banks  and  the 
FHFB,  with  responsibility  for  issuing  all  System  debt.  This  means  that  every 
management  function  is  repeated  in  at  least  twelve  and  often  fourteen  locations. 
There  are  opportunities  to  make  this  a  more  rational  system. 
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I  am  now  about  to  tread  on  very  controversial  ground,  in  an  area  where  there 
is  great  debate  among  the  Banks.  However,  the  Chicago  Board  specifically  asked 
me  to  include  in  my  testimony  the  advantages  offered  by  a  single  business 
management  and  ownership  structure  for  the  entire  System.  This  would  be  to  make 
our  management  and  governance  similar  to  those  of  more  successfiil  GSE 
competitors  and  to  all  other  large  financial  enterprises. 

A  way  to  achieve  this  is  to  give  the  FHLB  System  the  ability,  if  its 
shareholders  approve,  to  create  a  national  holding  company  to  own  and  manage  all 
the  FHLBs.  Such  a  holding  company  would  include  the  Office  of  Finance,  as  its 
debt  issuing  department,  as  well  as  the  general  management  fimctions  common  to 
corporate  management.  Each  Bank  would  retain  its  local  board  of  directors,  local 
community  investment  advisory  council,  and  strong  connections  with  its  members 
and  communities.  There  is  already  consensus  among  the  Banks  that  shareholders 
should  have  the  ability  to  approve  mergers.  This  proposal  would  add  the  ability  to 
form  a  parent  corporation,  giving  the  shareholders  a  nationally  diversified  equity 
investment.  This  concept  has  the  support  of  the  Chicago  Board. 


18 


340 

An  additional  very  important  result  of  such  a  change  would  be  to  effect  a  real 
and  permanent  division  of  regulation  and  management,  thus  solving  one  of  the  most 
often  cited  structural  weaknesses  of  the  FHLB  System. 

Market  Discipline 

This  brings  me  to  market  discipline,  which  has  two  essential  sources: 
customer  markets  and  capital  markets.  With  respect  to  customers,  although  the 
FHLBs  have  been  very  successful  in  attracting  voluntary  members,  there  is  still  a 
large  segment  of  mandatory  members.  The  key  step  to  create  customer  market 
discipline  would  be  to  end  any  mandatory  membership  and  have  all  dealings  with 
FHLBs  on  a  purely  voluntary  basis.  This  point  is  agreed  upon  by  essentially  all 
parties. 

However,  this  situation  is  complicated  by  the  unusual  nature  of  the  equity 
capital  of  the  Banks,  which  currently  provides  for  the  ability  to  withdraw  capital  at 
par  when  withdrawing  from  membership.  Historically,  capital  was  locked  in  despite 
this  provision  because  of  mandatory  membership.  With  full  voluntary  membership, 
this  would  no  longer  be  true.    To  address  this  issue  we  would  need  to  create 
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permanent  equity  capital,  i.e.  common  equity  in  the  normal  corporate  sense,  for  the 
System.  This  is  the  approach  I  personally  favor. 

Rebalancing  the  Mortgage  Finance  System 

Finally,  since  this  Subcommittee  is  responsible  for  GSEs  in  general,  we 
would  like  to  suggest  that  the  FHLBs  be  understood  in  the  context  of  the  other 
GSEs  and  the  housing  finance  system  as  a  whole.  In  my  view  the  American 
mortgage  finance  system  is  unique  in  the  world,  and  imiquely  displays  an  imbalance 
between  parts  played  by  the  securitized  secondary  market  and  the  credit  portfolios 
of  financial  institutions.  This  is  attributable  to  the  dominant  market  influence  of  the 
other  housing  GSEs,  which  in  part  reflects  their  favorable  legislative  treatment. 

What  private  financial  institutions  need  most  in  order  to  be  more  effective 
mortgage  finance  competitors,  as  securitzation  increases  its  dominance,  is  access  to 
long-term  financing  and  interest  rate  risk  hedging,  while  retaining  the  ability  to 
manage  credit  risk  -  their  specialized  skill.  Providing  fiinding  and  interest  rate  and 
option  risk  management  is  the  specialty  of  the  FHLB  System  -  and  why  it  is  one  of 
the  most  powerfiil   methods   available   for   making   local   financial   institutions 
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competitive  in  residential  mortgage  finance.  A  strong  FHLB  System  thus  fosters  a 
competitive,  decentralized  mortgage  finance  System. 

To  achieve  this,  a  common  set  of  legal  and  regulatory  principles  governing  all 
of  the  housing  GSEs  is  both  desirable  and  required. 

Thank  you  for  the  opportunity  to  discuss  these  important  issues.  I  would  be 
h^py  to  answer  any  questions  and  look  forward  to  working  with  the  Subcommittee 
in  the  fiiture. 
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SUPPLEMENTARY  TESTIMONY  OF 

ALEX  J.  POLLOCK 

PRESIDENT  AND  CHIEF  EXECUTIVE  OFFICER 

FEDERAL  HOME  LOAN  BANK  OF  CHICAGO 

Before  the 

SUBCOMMITTEE  ON  CAPITAL  MARKETS,  SECURITIES  AND 

GOVERNMENT  SPONSORED  ENTERPRISES 

September  28,  1995 


Mr.  Chairman,  I  am  delighted  to  address  the  question  of  Home  Loan 
Bank  investment  in  mortgage-backed  securities,  because  I  believe 
credit-enhanced  mortgages  are  a  very  appropriate  investment  for 
Home  Loan  Banks,  consistent  with  our  housing  mission,  our  specific 
competence,  and  maintaining  high  credit  quality.   In  my  opinion, 
many  of  the  comments  made  about  this  issue  operate  at  a  surface 
level  and  betray  a  lack  of  fundamental  financial  analysis. 

Chairman  Leach  referred  yesterday  to  "the  Kafka-esque  circularity 
of  one  GSE  buying  the  products  of  another."   But  there  should  be 
uniform  GSE  principles  for  investment  in  GSE-issued  MBS,  as  well 
as  for  other  important  matters.   For  example,  Fannie  Mae  owns  in 
portfolio  $58  billion  of  its  own  MBS,  which  is  $20  billion  more 
than  all  the  MBS  of  all  the  Home  Loan  Banks  together,  and  is  equal 
to  about  five  times  Fannie  Mae's  capital.   One  might  wonder  what 
type  of  "circularity"  we  have  in  this  case. 

Actually,  a  correct  analysis  shows  that  both  Home  Loan  Bank  and 
Fannie  Mae  ownership  of  MBS  are  contributing  appropriately  to 
housing  finance.   To  this  analysis  I  now  turn. 
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A  powerful  modern  theory  of  finance  is  Arbitrage  Pricing  Theory, 
which  involves  unbundling  all  financial  assets  into  their 
component  dimensions. 

Mr.  Chairman,  to  think  clearly  about  any  financial  instrument,  but 
about  mortgages  in  particular,  we  must  distinguish  the  types  of 
financial  risks  of  which  they  are  composed.   These  include: 
(1)  liquidity,  (2)  interest  rate/duration,  (3)  option,  and 
(4)  credit.   The  special  competence  of  the  FHLB  System  is  its 
ability  to  manage  three  of  the  four  risks:   liquidity,  interest 
rate/duration,  and  options.   The  secret  of  our  financial  strength 
is  maintaining  low  credit  risk  by  having  member  institutions  and 
other  entities  bear  this  risk. 

Now,  let  us  consider  the  case  of  a  Home  Loan  Bank  owning  a  Fannie 
Mae  MBS.   This  divides  the  risk  dimensions  in  the  following  way: 
the  Home  Loan  Bank  bears  the  liquidity,  interest  rate  and  option 
risks,  and  Fannie  Mae  bears  the  credit  risk.   Both  are 
contributing  to  housing  finance  by  doing  so.   Compare  this  to 
Fannie  Mae  owning  $58  billion  of  its  own  MBS;  it  owns  the  credit, 
liquidity,  interest  rate  and  option  risks.   In  the  first  instance, 
you  have  $14  billion  of  Home  Loan  Bank  equity  added  to  the 
equation  to  bear  a  major  part  of  the  risk,  compared  to  the  second. 
Sharing  the  risk  between  GSE's,  the  first  case,  is  certainly 
preferable  from  the  taxpayers'  point  of  view. 

Everyone  seems  to  agree  it  is  a  good  policy  idea  to  have  Fannie 
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Mae  and  Freddie  Mac  buy  and  hold  mortgages  in  portfolio.   Fannie 
Mae  does  this  currently  to  the  tune  of  $238  billion.   This  case  is 
precisely  equivalent  in  financial  structure  to  Fannie  Mae  ovming 
its  own  MBS.   Namely:  Fannie  Mae  owns  the  liquidity,  interest 
rate,  option  and  credit  risks  and  funds  them  all  in  agency  debt. 

If  this  is  good  public  policy,  the  Home  Loan  Bank  owning  a  Fannie 
Mae  MBS  must  of  necessity  be  better  public  policy,  because  the 
same  four  risks  are  funded  with  agency  debt,  but  they  are  shared 
so  that  an  additional  $14  billion  of  equity  is  between  the 
taxpayer  and  any  potential  loss. 

What  kind  of  investments  make  sense  for  a  Home  Loan  Bank?  It 
seems  embarrassingly  obvious  that  it  should  be  various  forms  of 
mortgages.   Although  it  is  logical  for  Home  Loan  Banks  to  own  MBS, 
it  would  be  far  preferable  to  invest  in  other  mortgages  as  direct 
partners  with  our  members.   One  nation-wide  survey  showed  that  a 
large  majority  of  Home  Loan  Bank  members  want  to  operate  with  us 
in  this  fashion.   The  principal  obstacle  is  the  current  regulation 
of  the  FHFB. 

To  address  another  concern  of  Chairman  Leach  and  others,  how  do 
you  make  sure  that  Home  Loan  Bank  financing  goes  to  mortgages? 
Again,  it  seems  embarrassingly  obvious:  investing  in  mortgages 
through  our  private  financial  institution  members. 
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Thus,  it  is  my  opinion  that  we  should  definitely  explore  expanding 
the  Home  Loan  Banks'  asset  domain,  provided  that  the  pattern  of 
risk  specialization  which  matches  our  special  competence  is 
maintained.   For  example,  we  could  possibly  do  much  more  in  the 
area  of  Farmers  Home  Administration  rural  housing  loans,  FHA 
mortgages,  or  member-originated  mortgages  generally,  as  long  as  we 
have  a  partner  to  take  on  the  credit  risk,  while  we  provide 
funding  and  bear  the  liquidity,  interest  rate,  and  option  risks. 

Mr.  Chairman,  modernization  should  make  the  Home  Loan  Bank  System, 
in  partnership  with  its  members,  a  better  competitor,  better  at 
carrying  out  its  mission,  and  thereby  make  the  American  mortgage 
market  more  efficient  and  competitive.   In  my  opinion,  having  a 
clear  analysis  of  the  nature  of  mortgage  investments  is  essential 
in  achieving  this  objective. 


347 


STATEMENT  OF 

JOHN  K.  DARR 

MANAGING  DIRECTOR 

FEDERAL  HOME  LOAN  BANKS,  OFFICE  OF  FINANCE 

TO  THE 

U.S.  HOUSE  OF  REPRESENTATIVES 
COMMITTEE  ON  BANKING  AND  FINANCIAL  SERVICES 

CONCERNING 

OVERSIGHT  HEARINGS  ON  THE 
FEDERAL  HOME  LOAN  BANK  SYSTEM 

CONDUCTED  BY  THE 

SUBCOMMITTEE  ON  CAPITAL  MARKETS,  SECURITIES  AND 

GOVERNMENT  SPONSORED  ENTERPRISES 

SEPTEMBER  27  AND  28,  1995 


348 


STATEMENT  OF 

JOHN  K.  DARR 

MANAGING  DIRECTOR 

FEDERAL  HOME  LOAN  BANKS,  OFFICE  OF  FINANCE 


Mr.  Chairman  and  Members  of  the  Committee,  I  am  John  Darr,  the 
Managing  Director  of  the  Office  of  Finance  of  the  Federal  Home  Loan 
Bank  System.  I  am  pleased  to  be  here  today  and  to  have  this  opportunity 
to  discuss  the  Federal  Home  Loan  Bank  System's  funding  operation.  The 
questions  you  have  asked  me  to  address  generally  fall  into  three  groups: 
1)  What  is  the  Office  of  Finance;  2)  What  investor  suitability  and 
securities  sales  practices  are  utilized  by  the  Federal  Home  Loan  Bank 
System;  and  3)  What  are  the  Federal  Home  Loan  Bank  System's 
investments  and  investment  practices?  I  will  discuss  the  first  two  of  these 
topics.  My  colleagues,  who  manage  the  investments  of  their  Banks,  will 
address  the  topic  of  System  investments. 

The  Office  of  Finance  is  a  unique  entity.  Knowing  what  it  is  and  how  it 
serves  the  FHLBank  System  is  important  to  understanding  just  how  the 
System  goes  about  borrowing  money  in  the  capital  markets  to  lend  to 
members  and  for  other  uses. 
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A.  The  Office  of  Finance  is  a  shared  facility  created  in  1971  by  the  Federal 
Home  Loan  Bank  Board.  The  current  organizational  structure  was 
implemented  by  the  Federal  Housing  Finance  Board  in  1992.  The 
Office  is  supported  by  the  twelve  Federal  Home  Loan  Banks  that  it 
serves.  The  primary  purpose  of  the  Office  of  Finance  is  to  issue  debt 
instruments  called  consolidated  obligations  for  and  with  the  Federal 
Home  Loan  Banks.  The  mission  statement  of  the  Office  of  Finance 
states: 

The  mission  of  the  Office  of  Finance  is  to  cost-effectively 
serve  the  Federal  Home  Loan  Banks  by  intermediating 
the  global  capital  markets  for  the  lowest  cost  sources  of 
funds  commensurate  with  Bank  funding  requirements 
and  parameters. 

The  Federal  Housing  Finance  Board  has  delegated  the  authority  to 
issue  debt  for  the  FHLBank  System  to  the  Office  of  Finance,  and 
created  for  it  a  Board  of  Directors,  which  in  turn,  oversees  management 
in  Its  operating  capacity.  There  is  a  significant  amount  of  oversight  and 
communication  among  and  between  these  three  entities  as  detailed  in 
my  written  submission. 
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B.  The  Office  of  Finance  exists  for  two  fundamental  reasons:  First,  it  is 
the  issuing  agent  for  all  debt  issued  by  the  System.  That  debt  is  the 
joint  and  several  obligation  of  all  twelve  Banks,  whether  only  one  Bank 
is  the  primary  obligor  on  a  bond  or  discount  note  or  if  all  System  Banks 
are  involved  with  an  issue.  The  second  reason  for  the  Office  of 
Finance  is  to  assure  the  Federal  Housing  Finance  Board,  in  its 
regulatory  capacity,  that  the  System  is  issuing  debt  in  accordance  with 
the  provisions  of  the  delegated  authority  and  by  means  that  are 
consistent  with  prudent  undenA/riting  and  distribution  standards.  Other 
reasons  the  Office  of  Finance  exists  have  to  do  with  efficiency,  debt 
servicing  in  a  single  place,  and  relationship  management  with  the  U.  S. 
Treasury,  the  other  GSEs,  and  securities  dealers. 

C.  To  illustrate  how  the  Office  of  Finance  works,  I  refer  the  Members  of 
the  Subcommittee  to  the  diagram  on  page  6  of  my  written  submission 
and  to  this  chart.  Highlights  of  how  the  System  operates  to  fund  its 
activities  are: 

1 .  The  process  can  start  either  with  a  request  for  an  advance  from  a 
member  or  with  an  inquiry  from  a  dealer  for  a  particular  type  and 
amount  of  bonds. 
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2.  Numerous  previously  qualified  dealers  are  in  frequent  contact  with 
many  of  the  System  Banks  and  the  Office  of  Finance.  This 
continuous  flow  of  communication  enables  us  all  to  stay  abreast  of 
the  System's  needs  or  opportunities  to  enhance  the  advances 
business.  In  the  vemacular  of  the  financial  markets,  we  are  a  two- 
way  reverse  inquiry  operation  at  the  Office  of  Finance  because  at 
some  time  or  another  each  bond  must  come  to  the  Office  of 
Finance  for  execution,  no  matter  what  the  source  of  ohgination. 
Yet,  business  can  have  its  genesis  at  either  end  of  this  spectrum. 

3.  The  Office  of  Finance  is  really  in  the  communications  business 
about  funding.  We  have  twelve  customers  to  get  to  market  and 
many  securities  dealer  relationships  to  manage.  Additionally,  the 
Office  of  Finance  must  get  clearance  for  market  access  from  the 
U.S.  Treasury  and  work  with  the  other  GSEs  prior  to  that  time  to 
coordinate  which  organization  will  be  in  the  market  for  what  type  of 
product  at  any  particular  time.  This  queuing  process  is  quite 
complex,  given  all  of  the  parties  that  must  agree  in  order  to  execute 
a  trade. 
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The  System  has  taken  extraordinary  precaution  with  respect  to  investor 
suitability  and  sales  practices  to  assure  that  a  proper  intermediation 
process  is  in  place.  A  lengthy  and  detailed  underwriting  agreement  exists 
with  each  of  the  underwriters  authorized  to  do  business  on  behalf  of  the 
System.  This  agreement,  together  with  specifically  designed  offering 
notices  for  each  security  and  other  measures,  provide  the  securities 
dealer  and  the  ultimate  investor  with  more  than  sufficient  direction  and 
information  to  consider  in  the  intemiediation  and  investment  process. 

The  Office  of  Finance  does  not  kriow  the  identity  of  individual  investors 
unless  they  call  directly,  which  is  very  unusual.  It  is  the  responsibility  of 
the  securities  dealer  to  determine  suitability  of  investors  based  on 
marketplace  regulations.  We  reiterate  these  requirements  in  our  process, 
but  do  not  believe  the  System  should  be  the  regulator  for  the  marketplace. 
It  also  is  our  view  that  we  do  not  have  responsibility  for  making  investment 
decisions  for  investors.  This  responsibility  rests  with  the  investor  and  its 
governing  body,  whatever  that  might  be.  Even  though  the  System  has 
more  than  fulfilled  what  is  required  of  any  issuer,  by  any  regulator,  with 
respect  to  providing  information  and  indications  of  complexity  about 
certain  securities,  it  is  still  the  investor  who  must  decide  whether  the 
investment  is  proper  or  not. 
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Thank  you  for  this  opportunity  to  be  here  today.  I  hope  this  brief 
summation  provides  you  with  an  understanding  of  the  Office  of  Finance.  I  will  be 
happy  to  address  any  additional  questions  you  may  have  about  this  process. 
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TESTIMONY  QUESTIONS  AND  ANSWERS 

PROVIDED  BY  JOHN  K.  DARR 

MANAGING  DIRECTOR 

FEDERAL  HOME  LOAN  BANKS,  OFFICE  OF  FINANCE 


In  response  to  the  specific  questions  in  your  letter  of  September  12,  1995, 
I  offer  the  following  responses: 

1 .        The  Office  of  Finance  ("OF")  is  monitored  by  the  Federal  Housing  Finance 
Board  (FHFB)  and  the  FHLBank  Presidents  in  several  ways: 

a)  The  Board  of  Directors  of  the  OF  is  appointed  by  the  FHFB.  This 
Board  was  created  in  1992  by  the  FHFB  under  regulations 
promulgated  by  the  FHFB.  (Please  see  FHFB  Regulation  excerpt 
attached  as  Exhibit  I).  This  Board  is  composed  of  two  FHLBank 
Presidents  and  a  Public  Interest  Director.  The  OF  Board  is 
delegated  ministerial  authority  to  issue  consolidated  obligations  on 
behalf  of  the  FHLBanks  and  any  authority  not  expressly  delegated 
in  this  respect  cannot  be  exercised.  This  means  that  the  delegation 
establishes  types  of  securities  that  are  eligible  for  issuance  as  well 
as  other  terms  and  conditions.  (Please  see  the  1995  Delegation 
Resolution  attached  as  Exhibit  II).  The  "make-up  and  term  of  the 
System's  consolidated  debt"  is  determined  in  an  iterative  process 
that  involves  many  inputs.  It  is  important  to  understand  that  debt  is 
issued  only  at  the  request  of  a  FHLBank  or  FHLBanks  in  the  form 
of  a  borrowing  commitment.  The  OF  serves  as  the  agent  for  the 
System  in  executing  transactions  in  the  market  and  adds  value  in 
several  ways.  However,  business  is  consummated  only  as  the 
result  of  a  specific  funding  need  or  order. 

b)  The  delegation  is  reviewed  and  renewed  at  least  annually.  The 
delegation  provides  that  debt  may  be  offered  into  the  market  only  in 
response  to  specific  commitments  to  take  funds  by  one  or  more 
FHLBanks.  The  "OF  Board"  is  responsible  to  the  FHFB  and  the 
FHLBank  Presidents  for  the  general  oversight  of  all  business 
conducted  by  the  OF.  The  OF  Board  meets  on  a  monthly  basis 
and  considers  all  matters  of  business  pertaining  to  the  OF 
beginning  with  its  Business  Plan  (which  is  reviewed  by  each 
FHLBank)  and  also  including:  setting  standards  for  the  conduct  of 
securities  issuance,  approving  undenvriting  agreements  and  other 
documents  used  for  the  purpose  of  issuing  securities,  operating 
systems,  personnel,  and  other  administrative  matters.  These 
meetings  also  are  attended  by  representatives  of  the  FHFB  and  an 
Advisory  Committee  of  four  FHLBank  Presidents. 
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c)  The  OF  Board  and  management  meet  periodically  with  the  FHFB 
to  review  FHLB  System  debt  issuance. 

d)  OF  management  meets  monthly  with  the  FHLBank  Presidents  to 
review  securities  issuance  and  to  discuss  matters  of  topical 
interest. 

e)  FHFB  examinations  of  the  OF  are  done  on  a  regular  and  spot 
basis.  These  examinations  are  for  the  purpose  of  determining  OF's 
compliance  with  delegated  authorities  and  the  safety  and 
soundness  of  the  OF. 

f)  OF  has  an  internal  audit  and  compliance  function  with  a  dual 
reporting  relationship  to  the  OF  Board  and  the  FHFB.  Functional 
and  financial  audits  are  conducted  on  an  ongoing  basis. 

g)  OF  is  audited  annually  by  the  outside  audit  firm,  Price  Waterhouse, 
whose  report  goes  to  the  OF  Board  and  the  FHFB. 

h)  OF  personnel  meet  via  conference  call  monthly  with  the  Chief 
Financial  Officers  of  the  FHLBanks  and  meet  in  person  with  this 
group  at  least  semi-annually  to  discuss  vahous  aspects  of 
accessing  the  capital  markets. 

i)  OF  management  meets  with  the  Boards  of  Directors  of  the 
FHLBanks  to  review  and  explain  the  OF  and  the  FHLB  System's 
access  to  the  capital  markets. 

In  summary,  the  OF  is  overseen/monitored  by  both  the  FHFB  and 
FHLBank  Presidents  in  several  ways.  I  believe  that  these  extensive  and 
overlapping  checks  and  balances  are  more  than  sufficient  to  assure  that 
the  FHLB  System  conducts  its  funding  in  accordance  with  delegated 
authorities  and  in  a  safe  and  sound  manner. 

The  infonnation  required  to  compare  the  OF  with  other  GSEs  is  not 
available  and  such  a  comparison  would  be  difficult,  in  any  case,  because 
of  the  different  funding  tenns  and  strategies  of  the  various  agencies  as 
well  as  incremental  impacts  of  additional  supply  of  similar  securities  on  the 
market.  Consequently,  comparisons  tend  to  be  anecdotal.  However,  the 
following  observations  can  be  made: 

a)  On  any  given  day  or  during  any  specific  week  the  FHLB  System 
prices  like  debt  instruments  at  like  or  better  terms  than  any  other 
GSE.  Often  the  System's  willingness  to  respond  to  investor 
inquiries  through  securities  dealers  with  issuance  sizes  and  types 
that  meet  particular  investor  needs  provides  cost  advantages. 
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Funding  activities  are  driven  by  the  needs  of  the  FHLBanks  and 
their  members.  The  System's  members  often  have  specific  funding 
requirements  that  can  be  offered  into  the  market  in  modest  sizes 
that  match  investors'  appetites  for  those  securities.  This  frequent 
matching  of  needs  has  enabled  the  FHLB  System  to  compete 
effectively  for  funds.  Developing  this  flexibility  through  information 
systems  and  personnel  enhancements  during  the  recent  past  has 
been  key  to  stimulating  advance  growth  with  System  members 
since  it  provides  the  System  with  the  ability  to  be  responsive  to  its 
members'  housing  finance  needs. 

b)  The  System's  ability  to  issue  the  amount  of  debt  that  it  has  issued 
during  the  recent  past  at  the  same  or  better  price  as  other  GSEs  is 
indicative  of  solid  performance. 

c)  Securities  dealers  through  which  the  System  intermediates  its 
securities  to  investors  often  provide  the  OF  and  the  FHLBanks  with 
first  opportunities  to  see  new  issuance  demand  from  investors. 
This  means  the  System  and  the  OF  are  responsive  to  these  needs 
in  a  manner  that  accomplishes  the  System's  objectives. 

d)  Outside  sources  of  information  about  this  question  also  are 
available.  For  example,  in  June  of  this  year,  Euromoney  Magazine 
awarded  the  System  several  awards  including,  recognition  as  Best 
North  American  Borrower  of  the  Year.  This  pertained  to  the 
international  marketplace.  This  testimony  from  an  independent 
source  of  high  repute  is  probably  the  most  specific  indication 
available  that  the  FHLB  System  and  the  OF  are  operating 
effectively  in  comparative  and  absolute  terms. 

e)  I  believe  that  the  OF  is  a  highly  efficient  operation  based  on 
internally  developed  statistical  evaluations. 

There  are  pros  and  cons  to  the  question  of  whether  a  single  manager 
could  effectively  manage  the  investment  activity  of  all  12  FHLBanks.  In 
theory,  any  single  money  manager  could  be  thought  to  be  more  efficient 
than  having  more  than  one  entity  doing  the  same  thing.  On  the  other 
hand,  the  diversification  of  risk  throughout  the  System  within  one 
overriding  set  of  FHFB  regulations  probably  serves  System  members 
best.  The  present  arrangement  provides  for  individual  FHLBanks  to  be 
responsive  to  their  own  member's  needs  and  the  liquidity  management  of 
the  individual  FHLBanks. 

There  has  not  been  a  perceptible  widening  of  spreads  of  FHLB  System 
debt  as  compared  to  other  GSEs  in  the  marketplace  in  the  recent  past. 
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The  extremely  bad  bond  market  in  1994  overshadowed  all  single  issuer 
considerations  in  this  regard.  In  general,  GSE  spreads  have  widened 
somewhat.  As  a  group,  GSE  issuance  has  increased  considerably  over 
the  past  two  to  three  years  as  balance  sheets  have  grown  and  funding 
requirements  have  increased. 

5.  By  issuing  "structured  debt",  the  FHLBanks  have  consistently  managed  to 
reduce  their  funding  costs  by  a  minimum  of  15  basis  points  relative  to  the 
cost  of  more  traditional  debt  instruments.  The  difference  has  been  as 
high  as  40  to  50  basis  points  depending  on  market  conditions. 

The  benefit  of  lower  cost  funds  to  the  American  homeowner  is  also 
significant.  A  15  basis  point  reduction  in  the  interest  rate  translates  into 
nearly  a  $4,000  savings  over  the  life  of  a  30-year  mortgage  of  $100,000. 

6.  Some  clarification  is  necessary  with  respect  to  the  questions  regarding 
Orange  County.  Two  misstatements  of  fact  are  made  in  the  first  sentence 
of  the  paragraph  containing  these  questions.  First,  the  System  did  not  sell 
securities  to  Orange  County.  The  System  issued  securities  directly  to 
undenvriting  dealers  which,  in  turn,  sold  such  securities  to  customers. 
The  System  does  not  know  the  identity  of  individual  customers,  and,  in 
particular,  never  knew  that  Orange  County  was  investing  in  FHLB  bonds. 
Second,  according  to  press  reports,  securities  of  another  GSE  issuer 
accounted  for  nearly  twice  the  amount  of  FHLB  bonds  in  the  Orange 
County  portfolio. 

Answers  to  the  specific  questions  asked  follow  below: 

a)  A  modest  amount  of  FHLB  bonds  that  were  in  the  Orange  County 
investment  portfolio  were  repurchased  by  three  FHLBanks  at 
market  prices. 

b)  There  are  two  fundamental  types  of  risk  with  respect  to  investing  in 
securities.  First,  is  credit  risk  and  the  other  is  market  risk.  FHLB 
System  bonds  enjoy  the  highest  credit  standing,  both  as  a  GSE 
and  on  a  stand-alone  basis.  The  System  takes  great  care  to 
preserve  this  status  in  order  to  be  able  to  provide  credit  to  its 
members  at  the  lowest  possible  cost.  Credit  risk,  however,  should 
not  be  confused  with  market  risk  by  any  investor.  The  terms  and 
conditions  of  any  investment  should  be  known  by  the  investor  and 
should  be  understood  on  their  own.  The  System  also  takes  great 
care  to  assure  that  investors  are  provided  with  clear,  concise  and 
timely  information  about  the  terms  of  its  issuances.  Many 
provisions  of  our  Master  Undenwriting  Agreement  (MUA)  with 
securities  dealers  deal  with  this  subject.  (Please  see  the  MUA 
provided  as  Exhibit  III).  The  most  important  of  these  are: 
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i)  Dealers  are  required  to  determine  "investor  suitability". 

li)  Dealers  are   required  to  provide  offering   notices  to 

investors  prior  to  trade  settlement  that  describe  the 
specific  terms  of  the  security  in  detail. 

iii)  Offering  notices  are  prepared  individually  by  the  System 

and  are  carefully  worded  to  highlight  the  characteristics 
of  each,  individual  security.  (Please  see  the  Offering 
Notice  examples,  provided  as  Exhibit  IV). 

iv)  The  Dealer  Compliance  Program  includes  on-site  visits 

to  determine  sufficiency  of  dealer  compliance  with  these 
and  other  requirements. 

Overall,  the  System  is  very  cautious  with  respect  to  the  manner  in  which 
its  securities  are  offered  to  the  marketplace.  At  the  same  time,  the 
System  is  not,  and  should  not,  consider  itself  as  the  regulator  of  the 
securities  markets.  It  may  be  interesting  to  note,  however,  that  the 
System  has  taken  certain  measures  to  indicate  elements  of  market  risk 
that  go  beyond  those  required  of  other  entities  that  are  not  GSEs.  Most 
specifically,  the  System  has  followed  a  practice  of  establishing  differing 
minimum  denominations  for  various  securities  based  on  their  complexity. 
While  the  highest  minimum  denomination  of  $500,000  will  not  preclude  an 
institutional  investor  from  being  able  to  buy  such  a  security,  the  large 
minimum  amount  is  intended  to  serve  as  an  indication  of  complexity. 

With  respect  to  the  Orange  County  situation,  securities  were  purchased 
through  dealers  that  seemed  to  have  been  designed  to  meet  the 
investor's  specific  philosophy  about  the  market  and  help  that  investor 
accomplish  its  strategy  of  compounding  leverage  with  types  of  securities 
whose  returns  moved  inversely  to  market  rates.  This  apparently 
purposeful  investing  on  the  scale  that  was  accomplished  was  not  the 
result  of  the  investor  confusing  credit  risk  with  market  risk. 

All  GSE  securities  should  be  marketed  in  accordance  with  the  provisions 
of  regulations.  This  would  include  the  specific  provisions  of  the 
undenwriting  agreement  of  the  FHLB  System  previously  mentioned.  If 
these  regulations  and  provisions  are  carefully  followed,  securities 
distribution  will  be  effective. 


It  is  not  within  the  role  of  the  OF  to  comment  on  System  investment 
activities.  However,  it  is  my  view  that  the  System  investment  practices  are 
extremely  conservative  and  well-managed.  From  a  funding  perspective,  it 
is  clear  that  much  care  is  taken  by  the  individual  FHLBanks  to  neutralize 
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risk  by  designing  liabilities  that  have  similar  characteristics  to  the  assets  In 
the  investment  portfolios. 

8.  The  OF  does  not  determine  the  make-up  and  temis  of  System  debt 
issuance.  It  is  important  to  understand  that  debt  is  issued  only  at  the 
request  of  a  FHLBank  or  Banks.  The  OF  serves  as  the  agent  for  the 
System  in  executing  transactions  in  the  market  and  adds  value  in  several 
ways.  However,  business  is  consummated  only  as  the  result  of  a  specific 
funding  need  or  order. 

During  the  past  several  years  the  System  has  moved  from  monthly  bond 
issuance  of  very  simple  securities  through  a  large  selling  group  to  a  continuous 
offering  of  debt  instruments  when  market  access  is  available.  This  evolution  has 
been  possible  due  to  changes  in  the  marketplace,  itself,  and  the  System's  ability 
to  adapt  to  a  more  opportunistic  approach  to  funding  in  the  market  and 
operationally.  This  transition  has  greatly  enabled  the  System  to  fulfill  its  mission 
because  it  now  can  tailor  securities  to  meet  System  member  needs  for  advances 
or  investor  needs  as  reflected  through  securities  dealers.  The  ability  to  create 
securities  through  "reverse  inquiry"  from  either  end  of  the  spectrum  of  involved 
parties  has  become  advantageous  for  all.  The  diagram  below  summarizes  the 
iterative  process. 


Bond  Issuance  Process 
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It  is  frequently  possible  to  execute  transactions  on  the  same  day  that  a  System 
member  has  requested  funds.  Conversely,  when  investor  interest  is  expressed 
to  a  FHLBank  or  Banks  or  to  the  OF  such  an  inquiry  can  produce  demand  for 
advances  that  otherwise  might  not  happen.  Occasionally,  execution  can  be 
within  an  hour.  This  integration  of  the  issuance  process  has  benefited  the 
System. 
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EXHIBIT  I 

12CFR-CH  IX  -  PART  941  -  OPERATIONS  OF  THE  OFFICE  OF  FINANCE 

12CFR941 

Part  941  -  Operations  of  the  Ofllce  of  Finance 

Sec. 

§  941.1  Definitions. 

§941.2  General. 

§  941.3  Federal  Housing  Finance  Board  oversight. 

§941.4  Office  of  Finance. 

§  941.5  Functions  of  the  Office  of  Finance. 

§  941.6  Director  of  the  Office  of  Finance. 

§  941.7  Office  of  Finance  Board  of  Directors. 

§  941.8  Powers  of  the  Office  of  Finance  Board  of  Direaors. 

§  941.9  Duties  of  the  Office  of  Finance  Board  of  Directors. 

§  941 .  10  Meetings  of  the  Office  of  Finance  Board  of  Directors. 

§  941 . 1 1  Budget,  funding  and  expenses. 

§  941.12  Savings  clause. 

AUTHORITY:  Sec.  2B,  103  Stat.  414,  as  amended  (12  U.S.C.  1422b); 
sec.  11,  47  Stat.  733,  as  amended  (12  U.S.C.  1431). 
SOURCE;  57  FR  2834,  Jan.  24,  1992,  unless  otherwise  noted. 

§  941.1  Definitions. 

12CFR941.1 

In  this  part,  the  following  terms  mean: 

Bank.  A  Federal  Home  Loan  Bank. 

Bank  Act.  The  Federal  Home  Loan  Bank  Act. 

Bank  System.  The  Federal  Home  Loan  Bank  System,  consisting  of  the  twelve  Federal 

Home  Loan  Banks  and  including  the  Office  of  Finance  as  a  joint  office  of  the  Federal 

Home  Loan  Banks. 

Chair.  The  Chairperson  of  the  Office  of  Finance  Board  of  Directors. 

Consolidated  obligation.  A  Federal  Home  Loan  Bank  consolidated  debenture,  bond  or 

note  issued  under  authority  of  section  1 1  of  the  Federal  Home  Loan  Bank  Act,  as 

amended  (12  use.  1431). 

Director.  The  Director  of  the  Office  of  Finance 

Finance  Board.  The  Federal  Housing  Finance  Board. 

OF  Board  of  Directors.  The  three  member  administrative  body  responsible  for 

management  of  the  Office  of  Finance. 
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§  941.2  General. 

12CFR941.2 

This  part  reorganizes  the  OfiBce  of  Finance,  a  joint  ofBce  of  the  Bank  System,  establishes 
the  OF  Board  of  Directors  as  the  body  responsible  for  the  management  and  operations  of 
the  OfiBce  of  Finance,  and  defines  their  respective  duties  and  responsibilities. 

§  941.3  Federal  Housing  Finance  Board  oversight. 

12CFR941.3 

(a)  Section  12(a)  of  the  Bank  Act  (12  U.S.C.  1432(a))  provides  that  all  activities  of  a 
Bank  are  subject  to  the  approval  of  the  Finance  Board.  The  Finance  Board  retains  the 
same  oversight  authority  over  the  OfiBce  of  Finance  and  the  OF  Board  of  Directors  as  it 
has  over  a  Bank  and  its  respective  board  of  directors. 

(b)  Pursuant  to  section  20  of  the  Bank  Act  (12  U.S.C.  1440),  the  Finance  Board  shall 
audit  and  examine  the  OfiBce  of  Finance,  the  OF  Board  of  Direaors  and  the  OfiBce  of 
Finance  Operations  Imprest  Fund. 

§  941.4  Oflice  of  Finance. 

12CFR941.4 

(a)  Establishment.  An  OfiBce  of  Finance  is  hereby  established  which  shall  have  the 
responsibilities,  duties  and  functions  described  herein. 

(b)  Status.  The  OfiBce  of  Finance  is  recognized  as  a  joint  ofiBce  of  the  Bank  System. 

(c)  Mission.  The  OfiBce  of  Finance  shall: 

(1)  Issue  the  consolidated  obligations  pursuant  to  section  1 1  of  the  Bank  Act,  as 
amended  (12  U.S.C.  1431); 

(2)  Perform  all  other  necessary  and  proper  functions  in  relation  to  the  consolidated 
obligations,  as  fiscal  agent  on  behalf  of  the  Banks;  and 

(3)  Undertake  any  other  activities  expressly  approved  by  the  Finance  Board. 


363 


§  941.5  Functions  of  the  Oflice  of  Finance. 

12CFR941.5 

Subject  to  limitations  set  by  the  OF  Board  of  Directors,  the  OflBce  of  Finance  shall  have 
the  following  duties  and  functions: 

(a)  Conduct  all  negotiations  relating  to  the  public  or  private  offering  and  sale  of 
consolidated  obligations,  and  perform  such  other  related  functions  as  may  be  authorized 
by  resolution  of  the  Finance  Board; 

(b)  Perform  such  functions  for  the  Financing  Corporation  and/or  the  Resolution 
Funding  Corporation,  on  behalf  of  the  Banks,  as  may  be  requested  by  each  such  entity; 
and 

(c)  Make  timely  payments  on  behalf  of  the  Banks  of  principal  and  interest  due  on  all 
consolidated  obligations  issued  pursuant  hereto. 

§  941.6  Director  of  the  Oflice  of  Finance. 

12CFR941  6 

(a)  The  Office  of  Finance  shall  be  headed  by  a  Director  who  shall  be  responsible  for  the 
overall  daily  management  of  the  Office  of  Finance  functions  and  organization,  including: 

(1)  Implementation  of  the  OF  Board  of  Directors'  plans  and  policies  for  the 
administration  of  the  Office  of  Finance; 

(2)  Organization  and  development  of  the  personnel  structure  of  the  OflBce  of 
Finance; 

(3)  Employment  and  management  of  personnel; 

(4)  Preparation  of  the  budget  for  presentation  to  the  OF  Board  of  Directors  pursuant 
to  §941.11;  and 

(5)  Performance  of  any  duty  assigned  by  the  OF  Board  of  Directors,  including 
providing  it  any  records,  reports  or  other  data  in  the  possession  of  the  Office  of  Finance 
whenever  requested  to  do  so. 

(b)  The  Director  shall  perform  the  duties  described  herein  and  the  functions  of  the 
Office  of  Finance  subject  to  the  policies  adopted  by  the  OF  Board  of  Directors. 

(c)  The  Director  shall  be: 

(1)  The  Fiscal  Agent  of  the  Federal  Home  Loan  Banks; 

(2)  A  member  of  the  Directorate  of  the  Financing  Corporation,  pursuant  to  section 
21(b)(1)(A)  of  the  Federal  Home  Loan  Bank  Act,  as  amended  (12  U.S.C.  1441(b)(1)(A)); 
and 

(3)  A  member  of  the  Directorate  of  the  Resolution  Funding  Corporation,  pursuant  to 
section  21B(c)(l)(A)of  the  Federal  Home  Loan  Bank  Act,  as  amended  (12  U.S.C. 
1441b(c)(l)(A)). 

[57  FR  2834,  Jan.  24,  1992,  as  amended  at  57  FR  11429,  Apr.  3,  1992] 
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§  941.7  Office  of  Finance  Board  of  Directors. 

12CFR941.7 

(a)  Establishment.  The  Office  of  Finance  Board  of  Directors  is  hereby  created. 

(b)  Use  of  facilities  or  personnel.  The  OF  Board  of  Direaors  may  utilize  the  facilities  or 
personnel  of  theOfiBce  of  Finance  or  any  Bank  in  order  to  perform  its  funaions. 

(c)  Membership.  The  OF  Board  of  Directors  shall  consist  of  three  part-time  members 
appointed  by  the  Finance  Board  as  follows: 

(1)  Bank  System.  Two  Bank  Presidents;  and 

(2)  Private  Citizen.  A  citizen  of  the  United  States  with  a  demonstrated  expertise  in 
financial  markets. 

Such  appointee  may  not  be  an  ofiBcer,  director  or  employee  of  a  Bank  or  Bank 
System  member,  hold  shares,  or  any  other  financial  interest  in,  any  member  of  a  Bank,  or 
be  affiliated  with  any  FHLBank  consolidated  obligation  selling  or  dealer  group  member 
under  contract  with  the  Office  of  Finance. 

(d)  Terms  -  (1)  Length.  Except  is  provided  in  paragraphs  (d)(3)  and  (4)  of  this  section, 
the  OF  Board  of  Directors  shall  serve  at  the  pleasure  of  the  Finance  Board  or  for  terms, 
which  shall  be  staggered,  of  three  years  beginning  on  April  1. 

(2)  Vacancy.  The  Finance  Board  shall  fill  any  vacancy  occurring  on  the  OF  Board  of 
Directors.  An  appointment  to  fill  a  vacancy  shall  be  only  for  the  remainder  of  the  term 
during  which  the  vacancy  occurred. 

(3)  Holdover.  At  the  direction  of  the  Finance  Board,  any  member  of  the  OF  Board  of 
Directors  is  authorized  to  continue  to  serve  on  the  OF  Board  of  Directors  after  the 
expiration  of  the  member's  term  until  a  successor  has  been  appointed  by  the  Finance 
Board. 

(4)  Initial  terms.  Notwithstanding  paragraph  (d)(1)  herein,  the  terms  of  the  members 
of  the  first  OF  Board  of  Directors  convened  pursuant  to  this  part  shall  be  as  follows: 

(i)  One  of  the  Bank  President  members  shall  serve  fi-om  the  date  of  appointment 
until  March  31,  1993  or  at  the  pleasure  of  the  Finance  Board  and  the  other  shall  serve 
fi-om  the  date  of  appointment  until  March  31,  1994  or  at  the  pleasure  of  the  Finance 
Board. 

(ii)  The  Private  Citizen  member  shall  serve  fi^om  the  date  of  appointment  until 
March  31,  1995  or  at  the  pleasure  of  the  Finance  Board. 

(e)  Chair.  (1)  The  Finance  Board  shall  designate  one  member  of  the  OF  Board  of 
Directors  as  the  Chair,  and  another  member  as  the  Vice  Chair. 

(2)  The  Chair  shall  preside  over  the  meetings  of  the  OF  Board  of  Directors  In  the 
absence  of  the  Chair,  the  Vice  Chair  shall  preside. 

(3)  The  Chair  shall  be  responsible  for  ensuring  that  the  directives  and  resolutions  of 
the  OF  Board  of  Directors  are  drafted  and  maintained  and  for  keeping  the  minutes  of  all 
meetings. 

(f)  Compensation  -  (1)  Bank  System  members,  (i)  The  Bank  President  members  shall 
not  receive  any  additional  compensation  or  reimbursement  as  a  result  of  their  service 
on  the  OF  Board  of  Directors. 
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(ii)  Each  Bank  is  authorized  to  continue  to  pay  its  President  a  salary  during  attendance 
at  the  OF  Board  of  Directors  meetings  and  to  pay  in  accordance  with  the  travel  and 
expense  reimbursement  policies  in  efiFect  at  such  President's  Bank  such  President's  travel 
and  per  diem  expenses  for  attendance  at  OF  Board  of  Directors  meetings. 

(iii)  Each  Bank  shall  be  entitled  to  be  reimbursed  by  the  Office  of  Finance  for  its 
expenditure  of  travel  and  per  diem  expenses  associated  with  its  Bank  President's 
attendance  at  OF  Board  of  Directors  meetings  as  a  member  thereof 

(2)  Private  Citizen  member  -  The  Office  of  Finance  shaU  pay  the  Private  Citizen 
member  of  the  OF  Board  of  Directors  for  attendance  at  each  meeting  thereof  and 
shall  reimburse  such  member  for  the  expenses  associated  with  attendance  in  the  same 
amount  and  under  the  same  conditions  as  the  Banks  pay  and  reimburse  a  director  serving 
on  their  boards  of  directors. 

[57  FR  2834,  Jan.  24,  1992,  as  amended  at  57  FR  1 1429,  Apr.  3,  1992] 

§  941.8  Powers  of  the  OfTice  of  Finance  Board  of  Directors. 

12CFR941.8 

(a)  General.  The  OF  Board  of  Directors  shall  enjoy  such  incidental  powers  under  section 
12(a)  of  the  Bank  Act  (12  U.S.C.  1432(a)),  as  are  necessary,  convenient  and  proper  to 
accomplish  the  efficient  operation  and  management  of  the  Office  of  Finance  pursuant  to 
this  part. 

(b)  Agent.  Subject  to  any  limitations  set  by  the  Finance  Board,  the  OF  Board  of 
Directors,  in  the  performance  of  its  duties,  shall  have  the  power  to  act: 

(1)  On  behalf  of  the  Finance  Board  in  the  issuing  of  consolidated  obligations;  and 

(2)  On  behalf  of  the  Banks  in  the  paying  of  principal  and  interest  due  on  the 
consolidated  obligations. 

(c)  Delegation.  The  OF  Board  of  Directors  shall  be  empowered  to  delegate  any  of  its 
powers  to  any  employee  of  the  Office  of  Finance  in  order  to  enable  the  Office  of  Finance 
to  carry  out  its  functions. 

(d)  Indemnification. 

(1)  The  OF  Board  of  Directors  is  empowered  to  determine  the  terms  and  conditions 
under  which  its  members,  the  Director,  and  other  officers  and  employees  of  the  Office  of 
Finance  will  be  indemnified  by  the  Office  of  Finance,  provided:  that  such  terms  and 
conditions  will  not  be  inconsistent  with  terms  and  conditions  of  indemnification  of 
directors,  officers  and  employeesof  the  Bank  System,  generally. 

(2)  Such  indemnification  procedures,  when  duly  adopted,  may  be  supplemented  by  a 
contract  of  insurance,  and  all  expenses  incident  to  indemnification  will  be  treated  as  an 
expense  of  the  Office  of  Finance. 

[57  FR  2834,  Jan.  24,  1992,  as  amended  at  57  FR  1 1429,  Apr.  3,  1992] 
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§  941.9  Duties  of  the  Office  of  Finance  Board  of  Directors. 

12CFR941  9 

(a)  General  -  (1)  Bylaws.  The  OF  Board  of  Directors  shall  adopt  bylaws  governing  its 
operations  and  issue  such  guidance  or  instructions  as  will  promote  the  efficient  operation 
of  the  Office  of  Finance. 

(2)  Conduct  of  Business.  The  OF  Board  of  Directors  shall  conduct  its  business  by 
majority  vote  of  its  members  convened  at  a  meeting  in  accordance  with  its  bylaws. 

(b)  Oversight.  The  OF  Board  of  Directors  shall: 

(1)  Have  overall  responsibility  for  the  performance  of  the  duties  and  functions  of  the 
Office  of  Finance  pursuant  hereto  and  for  its  efficient  and  effective  operation; 

(2)  Set  policies  for  the  Office  of  Finance; 

(3)  Approve  a  strategic  business  plan  for  the  Office  of  Finance  and  monitor  the 
progress  of  its  operations  under  such  plan; 

(4)  Subject  to  Finance  Board  approval,  review,  adopt  and  monitor  the  annual 
operating  budget  of  the  Office  of  Finance  including  any  supplemental  expenditure  thereto; 

(5)  Develop  and  implement  the  pricing  mechanism  by  which  the  Office  of  Finance 
will  make  private  or  public  offerings  of  consolidated  obligations,  in  consultation  with  the 
Finance  Board  or  its  designee; 

(6)  Subject  to  Finance  Board  approval,  select  and  employ  the  Director  under  an 
annual  contract  of  employment; 

(7)  Review  and  approve  all  contracts  of  the  Office  of  Finance;  and 

(8)  Assume  any  other  responsibilities  that  may  from  time  to  time  be  delegated  to  it  by 
the  Finance  Board. 

§  941.10  Meetings  of  the  Office  of  Finance  Board  of  Directors. 

12CFR941.10 
(a)  Meetings. 

(1)  The  OF  Board  of  Directors  shall  adopt  procedures  for  holding  meetings  which 
shall  be  set  forth  in  the  bylaws  and  such  meetings  shall  be  held  not  less  than  once  each 
quarter  of  each  year. 

(2)  Due  notice  shall  be  given  to  the  Finance  Board  by  the  Chair  prior  to  each 
meeting. 

(b)  Quorum.  A  quorum  for  purposes  of  OF  Board  of  Directors  meetings  shall  be  at  least 
two  members. 

[57  FR  2834.  Jan.  24,  1992,  as  amended  at  57  FR  1 1429,  Apr.  3,  1992] 
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§  941.11  Budget,  funding  and  expenses. 

12CFR941.il 

(a)  General.  The  budget  of  the  OflBce  of  Finance  shall  be  calculated  on  a  calendar  year 
basis. 

(b)  Initial  review.  The  OF  Board  of  Directors  shall  be  responsible  for  initially  reviewing 
and  approving  the  budget  of  the  OflBce  of  Finance,  which  shall  include  the  budget  for  the 
OF  Board  of  Directors. 

(c)  Agency  review.  After  its  approval  of  the  budget,  pursuant  to  paragraph  (b)  herein, 
the  OF  Board  of  Directors  annually  shall  submit  the  OflBce  of  Finance  budget  to  the 
Finance  Board  for  its  review  and  approval.  Upon  approval  by  the  Finance  Board,  the  OF 
Board  of  Directors  shall  transmit  a  copy  of  the  budget  to  each  of  the  Bank  Presidents. 

(d)  Expenses.  Upon  the  approval  of  the  budget  by  the  Finance  Board  in  accordance 
with  paragraph  (c)  herein,  the  OF  Board  of  Directors  may  authorize  the  Director  to  make 
payments  pursuant  to  the  budget  as  necessary. 

(e)  Imprest  fund  -  (1)  Checking  account.  The  OflBce  of  Finance  shall  establish  a 
checking  account  in  a  financial  depository  institution  approved  by  the  OF  Board  of 
Directors,  to  be  called  the  "OflBce  of  Finance  Operations  Imprest  Fund."  The  Director 
shall  maintain  an  amount  therein  approved  by  the  OF  Board  of  Directors. 

(2)  Use.  The  funds  in  such  checking  account  shall  be: 

(i)  Available  for  expenses  of  the  OflBce  of  Finance  and  the  OF  Board  of 
Directors,  according  to  their  approved  budgets;  and 

(ii)  Subject  to  withdrawal  by  check  or  draft  signed  by  the  Director  or  other 
person  designated  by  the  OF  Board  of  Directors. 

(f)  Funding  -  (1)  General.  The  Bank  System  is  responsible  for  funding  the  expenses  of 
the  OflBce  of  Finance  and  the  OF  Board  of  Directors. 

(2)  Method. 

(i)  The  Banks  shall  jointly  fiind  the  OflBce  of  Finance  by  periodically  reimbursing  the 
Office  of  Finance  Operations  Imprest  Fund  in  order  to  maintain  in  such  Fund  the  amount 
approved  in  paragraph  (e)(1)  herein. 

(ii)  Each  Bank's  respective  pro  rata  share  of  the  reimbursement  described  in  paragraph 
(f)(2)(i)  herein  shall  be  based  on  the  ratio  of  the  total  paid-in  value  of  its  capital  stock 
relative  to  the  total  paid-in  value  of  all  capital  stock  in  the  BarJc  System. 

(iii)  Notwithstanding  the  formula  devised  herein,  the  OF  Board  of  Directors  may  devise 
an  alternative  formula  for  determining  each  Bank's  respective  share  of  OflBce  of  Finance 
expenses.  Upon  approval  by  the  Finance  Board,  such  alternative  formula  shall  supersede 
the  formula  devised  herein. 

(3)  Payment.  Each  Bank  from  time  to  time  shall  promptly  forward  funds  to  the  OflBce 
of  Finance  in  an  amount  representing  its  share  of  the  reimbursement  described  in 
paragraph  (0(2)(i)  herein  when  directed  to  do  so  by  the  Director  pursuant  to  procedures 
of  the  OF  Board  of  Directors. 

(4)  Receipt.  All  Bank  funds  received  by  the  OflBce  of  Finance  pursuant  to  this  section 
shall  be  promptly  deposited  into  the  checking  account  described  in  paragraph  (e)(1)  herein 
and  disbursed  according  to  this  part. 
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(5)  Procedures.  The  OF  Board  of  Directors  shall  adopt  procedures  governing  the 
payment  or  reimbursement  of  expenses  of  the  OflBce  of  Finance  and  the  OF  Board  of 
Directors. 


§  941.12  Savings  clause. 

12CFR941.12 

(a)  The  OfiBce  of  Finance  Operations  Imprest  Fund  is  available  to  pay  for  all  expenses  of 
the  OfiBce  of  Finance  existing  prior  to  the  adoption  of  this  part. 

(b)  All  actions  taken  by  the  OfiBce  of  Finance  as  it  existed  prior  to  the  adoption  of  this 
part  continue  to  be  valid  as  regards  the  Finance  Board  and  the  Bank  System. 

(c)  Notvsdthstanding  any  provision  of  this  part,  the  OfiBce  of  Finance  or  its  Director  may 
continue  to  exercise  any  powers  delegated  to  it  by  the  Finance  Board  or  the  former 
Federal  Home  Loan  Bank  Board,  which  they  exercise  on  the  date  of  the  adoption  of  this 
part,  until  the  first  meeting  of  the  OF  Board  of  Directors  created  pursuant  hereto. 
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EXHIBIT  II 


DECISIOK  MEMORANDOM  OF  THE  FINANCE  BOARD 
ACmn*  WITHODT  A  QUOROK 


Datet  12/29/94 
Ho.  94-DM-aO 


ISSUE t   The  lOffico  of  Finance  Board  of  Dlroctora  (OF  Board)  haa 
requested  tbat  t:he  Fadaral  Housin?  Finance  Beard  (Finance 
Board)  apprqve  the  OF  Board's  annual  debt  issuance  authority 
for  1995. 

FACTORS  CONSIDERED t 

o    The  Federal  Rcaie  Loan  Bank  Act  places  authority  to  issue 
Federal  Hone  Loan  Bank  (FHLBank)  consolidated  bonds  or 
notes  CCOs)  *'ith  the  Finance  Board  and  authorises  the 
Finance  Board  to  delegate  ninisterial  functions,  including 
issuing  COS,  to  a  joint  office  of  the  Federal  Haae  Loan 
Bank  System  (System). 

o    The  Office  of  Finance  (OF)  under  the  management  of  the  OF 
Board  has  been  established  by  the  Finance  Board  as  a  joint 
office  of  the  System  to  act  as  the  Fiscal  agent  for  the 
FHLBanks. 

o    The  OF  I  Board  has  submitted  to  the  Finance  Board  a  formal 
request  for  authorisation  to  issue  COs  for  the  calendar 
year  1995  as  required  by  Finance  Board  resolution  No. 
93-119  dated  December  15,  1993. 

o    The  Finance  Board  has  determined  the  conditions  under 
%fhich  the  OF  Board  should  be  allowed  to  approve  the 
issuance  of  System  COs  through  1995. 

DECISION:   The  Finance  Board  hexreby  approves  the  Office  of 
Finance  Debt  Issuance  Authorization  for  1995  in  accordance  with 
the  attache^  teass  and  conditions. 

Nicolas  P.  t^tsinas'  La%frence  U.  Costiglio    * 
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OFFICE  OF  FnUkHCE  AKNUAL  DEBT  AUTHOF^IZATIOH  FOR  199S 

1.   Thm   Office  of  Finano*  Board  of  Dir«ctor»  (OF  Board)  is 
authorized  ^o  approve  the  offering,  issuing,  and  as  necessary, 
the  reopeniifeg  of  Federal  Ho»e  Loan  Bank  systea  (Systea) 
oonsoUdatirobligationB  (COs) ,  and  to  approve  the  dates  of 
issue,  naturities,  rates  of  interest,  tens  and  conditions 
thereof,  and  the  nazmer  in  which  such  COs  shall  be  issued, 
subject  to  the  provisions  of  31  U.S.C.  9801  and  the  following 
conditions I 

a.  COS  may  be  offered  for  sale  only  to  the  extent  that  Banks 
are  coamitted  to  take  the  proceeds. 

b.  At  no  time  fron  Janxiary  1,  199S  through  Deceaber  31,  1995 
shall  COS  outstanding  excseed  $270  billion. 

c.  COS  offered  for  sale  shall  be  restricted  to  debt  with  one 
or  Bore  of  the  following  characteristics: 

debt  with  a  fixed  rate  in  either  coupon  or  discount 
fofa; 

debt  with  a  coupon  rate  that  aay  vary  based  on  the 
Boveaent  of  one  or  acre  financial  indices,  including 
transactions  which  aultiply  the  effects  of  rate 
chfinges; 

-  debt  with  principal  that  aay  be  called  or  redeeaed  by 
th^  Bank,  in  whole  or  in  part; 

"       debt  with  principal  that  aaortizes  according  to  a 
predeterained  schedule; 

debt  with  principal  that  is  subject  to  redei^ption,  in 
%AkOle  or  in  part,  based  ui>on  the  aoveaent  of  one  or 
acre  financial  Indices; 

-  debt  with  outstanding  principal  that  aay  vary  over 
tiine  based  on  the  aoveaent  of  one  or  acre  financial 
inflices; 

debt  denoainated  in  any  foreign  currency  that  has 
ei^Bhange  rata  risk  relative  to  the  U.S.  Dollar  that 
oafS  be  effectively  hedged. 

d.  For  consolidated  obligations  with  interest  payaents  or 
principal  tjied  to  one  or  acre  financial  indices: 

each  index  aust  be  publicly  available  and  verifiable 
independent  of  under%rriters  or  selling  group  aeabers; 
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-   »ngh  index  auct  be  recognized  by  libe  In'terna'tional 
Swaps  and  Derivatives  Association;  aind 

if  lan  index  pertains  to  a  foreign  aotmtry,  that 
eountry  axist  be  assigned  a  Country  Risk  Rating  not 
lotfer  than  A»  by  Thomson  Bankwatch  as  of  the  CO  trade 
data. 

2.  nie  OF  shall  ensure  that: 

(a)  cos  are  offered  for  sale  only  to  the  extent  that  their 
issuance  will  not  cause  the  System's  or  a  Bank's 
financial  leverage  to  exceed  the  maylmum  allowed  by 
statute,  regulation  or  policy.  Current  regtilation 
liaits  the  Systea  ratio  of  senior  bonds  (as  defined  in 
12  C.F.R.  910.0  (d)}  to  total  capital  to  20:1. 
Current  policy  provides  that  a  Bank  aay  participate  in 
COS  isBusul  by  the  OF,  so  long  as  entering  into  such 
trainsaetions  will  not  cause  the  Bank's  total  unsecured 
senior  liabilities,  as  defined  in  Section  910.0  of  the 
Finance  Board's  regulations  (but  excluding  interbahk 
loans),  to  exceed  20  tises  the  Bank's  total  capital; 
an4 

(b)  The  12:1  leverage  covenant  with  prior  bondholders  is 
maintained  according  to  the  provisions  of  Finance 
Bo^rd  Resolution  92-751. 

(For  these  purposes,  the  levels  of  Systea  capital  stock, 
retained  earnings,  COs,  deposits,  and  other  tinsecured  senior 
liabilities  shall  be  counted  as  of  the  CO  trade  date.) 

3.  The  Ch^jiirman  of  the  OF  Board,  or  in  the  absence  of  the 
chairaan,  the  Vice  Chaiman,  with  the  concurrence  of  the 
Managing  Director  of  the  Finance  Board,  or  her  designee. 

Bay  authorize  the  structural  limitations  set  forth  herein  to  be 
exceeded,  provided  that  the  Chair  or  the  Vice  Chair  report  the 
nature  and  magnitudes  of  the  exceptions  and  their 
justifications  iaaediately  to  the  Finance  Board. 

4.  The  OFtBeard  will  sutonit  to  the  Finance  Beard  a  fonial 
request  for .  authorization  to  issue  COs  for  the  ealendar  year 
1995  no  latfr  than  Oeceaber  31,  1995. 

5.  The  Finance  Board,  in  its  sole  discretion  nay,  at  any 
tiae,  revise  or  revoke  the  above  authorization. 
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7/27/95 
EXHIBIT  III 

FEDERAL  HOME  LOAN  BANKS 

MASTER  UNDERWRITING  AGREEMENT 

As  of  September  1,  1995 


Ladies  and  Gentlemen: 

The  Office  of  Finance  of  the  Federal  Home  Loan  Banks  (the  "Office  of  Finance"), 
acting  as  fiscal  agent  for  the  Federal  Housing  Finance  Board  (the  "Finance  Board")  and  the 
Federal  Home  Loan  Banks  (the  "FHLBanks").  from  time  to  time  may  offer  consolidated 
obligations  of  the  FHLBanks  issued  pursuant  to  Section  11(c)  of  the  Federal  Home  Loan  Bank 
Act,  as  amended  (the  "FHLBank  Act").  12  U.S.C.  §  1421  et.  seq.,  for  distribution  to  the  public 
through  you  as  an  underwriter  (the  "Underwriter").  Obligations  so  distributed  through  the 
Underwriter  are  hereinafter  referred  to  as  the  "Bonds. "  As  Underwriter,  you  may  purchase 
Bonds  for  resale  in  accordance  with  the  terms  and  conditions  set  forth  in  this  Master 
Underwriting  Agreement,  including  the  Guidelines  attached  hereto  (the  "Guidelines"),  in  each 
case  as  amended  or  supplemented  from  time  to  time  (collectively,  this  "Agreement").  Upon 
your  execution  of  the  attached  Acceptance  (the  "Acceptance  Form")  and  its  delivery  to  the 
Office  of  Finance  with  this  Agreement,  this  Agreement  becomes  a  binding  agreement. 

Section  1.  Description  of  the  Bonds.  The  Bonds,  together  with  the  interest 
thereon,  are  issued  by  the  Finance  Board  and  are  the  joint  and  several  obligations  of  the 
FHLBanks  and  are  not  obligations  of,  nor  are  they  guaranteed  by,  the  United  States  or  any 
agency  or  instrumentality  thereof  other  than  the  FHLBanks.  The  Bonds  will  be  unsecured, 
general  obligations  of  the  FHLBanks  with  such  terms  as  the  Finance  Board  shall  establish  or 
authorize  to  be  established  from  time  to  time,  including,  but  not  limited  to,  the  currency,  the 
interest  rate  or  interest  rates,  maturity,  schedule  for  payment  of  interest  and  principal  and,  if 
variable,  the  indices  on  which  the  interest  and  principal  variability  is  based,  and  redemption, 
amortization  or  call  provisions  (if  applicable).  The  Bonds  will  be  issued  in  minimum  amounts 
as  specified  from  time  to  time  by  the  Office  of  Finance.  Principal  of  and  interest  on  the  Bonds 
will  be  payable  at  any  Federal  Reserve  Bank  or  other  fiscal  agent  as  specified  and  will  be  paid 
by  credit  of  the  payment  amounts  to  the  accounts  of  the  entities  to  whose  accounts  the  Bonds  are 
deposited  unless  another  payment  mechanism  is  otherwise  specified  in  the  term  sheet  and  in  the 
offering  notice  pertaining  to  the  particular  issue  of  Bonds  (the  "Offering  Notice").  Bonds  will 
be  issued  in  such  amounts  and  maturities  as  shall  be  set  forth  in  the  applicable  Offering  Notice, 
with  each  such  issue  designated  by  a  unique  CUSIP  number.  Each  such  issue  is  referred  to 
herein  as  a  "particular  issue"  of  Bopds,  and  "particular  issue"  of  Bonds  also  includes 
underwritten  reopenings  of  outstanding  issues  of  Bonds,  whether  or  not  the  original  distribution 
of  such  Bonds  was  underwritten. 
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The  income  derived  from  the  Bonds  is  not  exempt  from  Federal  taxation  under  the 
Internal  Revenue  Code  of  1986,  as  amended  from  time  to  time,  and  the  Bonds  are  subject  to 
Federal  surtaxes,  estate,  inheritance  and  gift  taxes.  The  FHLBank  Act  provides  that  the  Bonds 
and  interest  thereon  are  exempt  from  state,  county,  local,  and  municipal  income  taxation.  This 
statute  has  been  construed  by  certain  courts  as  not  exempting  the  Bonds  or  interest  thereon  from 
nondiscriminatory  franchise  taxes  or  other  non-property  taxes  in  lieu  thereof  imposed  on 
corporations. 

When  issued,  the  Bonds  will  have  been  duly  authorized  by  the  Finance  Board,  and  no 
consent,  approval,  authorization,  order,  registration  or  qualification  of  or  with  any  court  or 
governmental  agency  or  body  will  be  required  for  the  issuance  of  the  Bonds  which  will  not  have 
already  been  obtained. 

Section  2.1.  Negotiated  Direct  Placement  Offering  Procedure.  Prior  to  the 
execution  of  any  negotiated  direct  placement,  the  Underwriter  will  supply  a  copy  of  an  indicative 
term  sheet,  including  a  summary  of  swap  terms,  if  applicable,  to  the  Office  of  Finance.  In 
addition,  any  commitments  to  a  particular  FHLBank  should  be  identified,  and  any  marketing 
materials  prepared  by  the  Underwriter  relating  to  the  distribution  of  the  Bonds  shall  be  delivered, 
to  the  Office  of  Finance.  This  term  sheet  is  indicative  and  subject  to  rescission  by  the 
Underwriter  or  the  submission  of  a  revision;  further  term  sheets  may  be  required.  The 
execution  of  a  negotiated  direct  placement  will  be  through  a  telephone  call  including  (i) 
representatives  from  the  Underwriter,  (ii)  if  different  (and  ^plicable),  the  sws^)  partner(s),  (iii) 
the  FHLBank(s)  with  which  any  applicable  swap  may  be  arranged,  and  (iv)  members  of  both  the 
Capital  Markets  Division  and  Policy,  Planning  and  Structures  Division  of  the  Office  of  Finance 
during  which  the  terms  of  the  transaction  will  be  confirmed.  During  the  telephone  call,  the 
terms  of  the  Bonds  and  any  swap  will  be  reviewed  and  any  final  revisions  will  be  agreed  upon 
(i)  by  the  Underwriter  and  the  Capital  Markets  Division  of  the  Office  of  Finance  with  respect 
to  the  Bonds,  and  (ii)  by  the  Underwriter  (or  swap  partner(s)  if  different)  and  the  FHLBank(s) 
with  respect  to  any  swap.  Within  24  hours  following  diis  conference  call,  the  Underwriter/swap 
partner(s)  will  provide  a  copy  of  the  final  term  sheet  reflecting  all  agreed  upon  revisions. 

Section  2.2.  Competitive  Bid  Direct  Placement  Offering  Procedm:«.  Prior  to  the 
execution  of  a  competitive  bid  direct  placement,  a  telephone  call  will  be  placed  to  the 
prospective  underwriters  specifymg  the  details  of  the  issue  and  the  time  for  bids  to  be  submitted. 
If  so  contacted,  the  Underwriter  may  bid  for  the  issue,  join  with  other  dealers  or  Underwriters 
to  submit  a  joint  bid  or  decline  to  bid.  If  expressly  permitted  by  the  Office  of  Finance,  a  partial 
bid  may  be  submitted.  The  Office  of  Finance  will  determine  the  winning  bid  in  its  sole 
discretion.  If  identical  bids  representing  die  lowest  all-in  cost  to  the  FHLBanks  ('preferred 
bids")  are  received,  die  Office  of  Finance  will  ask  all  the  underwriters  submitting  preferred  bids 
to  rebid.  Underwriters  may  alter  their  bid  or  resubmit  their  original  bid.  If  identical  bids 
remain,  the  Office  of  Finance  will  conduct  a  coin  toss  or  draw  lots  to  determine  the  winner. 
The  winning  bidder  will  be  informed  by  telephone  and  the  terms  of  the  transaction  will  be 
confirmed.  Subsequendy,  all  unsuccessful  bidders  will  be  notified.  Within  two  hours  of  the 
designation  of  die  award  to  die  Underwriter,  die  Underwriter  must  call  die  Office  of  Finance 
to  confirm  the  trade,  proceeds  and  delivery  instructions. 
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Section  2.3.  Final  Term  Sheet.  At  the  end  of  the  process  described  in  (i)  Section 
2.1  and  (ii)  Section  2.2,  the  Office  of  Finance  will  prepare  the  Offering  Notice  and  a 
confirmation  for  the  Bonds  and  forward  them  to  the  Underwriter.  The  Underwriter  must  review 
the  Offering  Notice,  execute  the  confirmation,  and  return  them  by  facsimile  to  the  Office  of 
Finance  by  10:00  a.m..  Eastern  Time,  on  the  Business  Day  following  their  receipt  by  the 
Underwriter  unless  an  extension  is  granted  by  the  Office  of  Finance.  'Business  Dav"  shall  mean 
any  day  other  than  a  Saturday,  Sunday  or  other  day  on  which  banking  institutions  in  New  York 
City  are  authorized  or  required  by  law  or  executive  order  to  close.  The  executed  confirmation 
is  hereinafter  referred  to  as  the  "Final  Term  Sheet". 

Section  3.  Sale  of  the  Bonds.  Subject  to  the  provisions  of  the  following  paragraph, 
the  Underwriter  agrees  that  in  each  offering  in  which  it  participates,  the  Underwriter  will 
purchase  from  the  Office  of  Finance  the  entire  principal  amount  of  Bonds  confirmed  during  the 
telephone  call  and  by  the  Final  Term  Sheet.  If  several  Underwriters  (as  defmed  in  the 
Guidelines)  submit  a  joint  bid,  they  must  designate  one  member  of  the  underwriting  group  to 
serve  as  lead  Underwriter  regarding  the  preparation  and  review  of  documentation,  and  such  lead 
Underwriter  will  be  obligated  to  purchase  the  entire  principal  amount  of  the  Bonds,  unless 
otherwise  agreed  to  by  the  Office  of  Finance  by  telephone  (as  confirmed  on  the  Final  Term 
Sheet).  The  Underwriter  agrees  to  sell  the  Bonds  as  agreed  in  the  telephone  call  and  specified 
in  the  Final  Term  Sheet  and  otherwise  comply  with  the  policies  and  procedures  set  forth  in  the 
Guidelines.  If  the  Underwriter  uses  other  dealers  in  die  distribution  of  the  Bonds,  the 
Underwriter  will  assure  that  the  terms  of  the  transaction  are  fully  explained  to  the  other  dealers. 
Subject  to  the  provisions  of  the  following  paragraph,  the  Underwriter  also  agrees  to  (a)  make 
prompt  payment  in  Federal  fiinds  to  the  Office  of  Finance's  account  at  the  Federal  Reserve  Bank 
of  New  York  (unless  alternative  arrangements  have  been  mutually  agreed  upon)  on  the  settlement 
date  set  forth  in  the  Final  Term  Sheet  (the  "Settlement  Date")  for  the  Bonds  as  delivered  by  the 
Office  of  Finance,  as  provided  herein,  (b)  observe  and  comply  with  all  other  terms  and 
conditions  set  forth  in  this  Agreement,  and  (c)  follow  all  procedures  set  forth  in  the  Guidelines 
and  take  all  other  actions  that  the  Office  of  Finance  may  reasonably  require. 

The  Underwriter  may  terminate  its  agreement  to  purchase  any  Bonds  at  any  time  prior 
to  the  time  of  setdement  specified  in  the  Final  Term  Sheet  if  (i)  trading  on  the  New  York  Stock 
Exchange  shall  have  been  wholly  suspended,  or  minimum  or  maximum  prices  for  trading  shall 
have  been  fixed,  or  maximum  charges  for  prices  for  securities  shall  have  been  required,  on  the 
New  York  Stock  Exchange  or  by  order  of  any  governmental  authority  having  jurisdiction;  or  (ii) 
there  shall  have  occurred  any  new  outbreak  of  hostilities  or  war  involving  the  United  States;  or 
(iii)  a  banking  moratorium  has  been  declared  by  a  New  York  or  federal  authority;  or  (iv)  there 
shall  have  been  a  material  change  in  the  business  of  the  FHLBanks  since  the  date  of  execution 
and  delivery  of  the  Final  Term  Sheet  which,  in  the  reasonable  judgment  of  the  Underwriter, 
materially  impairs  the  investment  quality  of  the  Bonds.  If  the  Underwriter  elects  to  terminate 
its  agreement  to  purchase  Bonds  as  provided  in  this  paragrq)h,  neither  the  Underwriter,  the 
Finance  Board  nor  the  FHLBanks  shall  be  under  any  further  purchase  or  sale  obligation 
hereunder  with  respect  to  such  Bonds. 
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The  Underwriter  represents  and  agrees  that  it  will  comply  with  all  laws  and  regulations 
(including  without  limitation  ^plicable  rules  of  self-regulatory  organizations)  in  each  jurisdiction 
in  which  the  UndervTiter  may  offer,  sell  or  deliver  Bonds,  or  in  which  the  Underwriter 
distributes  any  offering  material  relating  thereto,  that  are  applicable  to  such  offer,  sale,  delivery 
or  distribution,  in  all  cases  at  the  Underwriter's  own  expense.  The  Underwriter  represents  and 
agrees  that  it  shall  be  solely  responsible  for  determining  the  :q)plication  of  any  such  laws  or 
regulations,  in  all  cases  at  the  Underwriter's  own  expense.  The  Office  of  Finance  will  use 
reasonable  efforts  to  satisfy  reasonable  requests  from  the  Underwriter  for  assistance  with  the 
Underwriter's  compliance  obligations,  in  all  cases  at  the  Underwriter's  own  expense. 

The  Underwriter  agrees  that  Bonds  shall  be  sold  only  to  an  investor  if  the  Underwriter 
has  made  reasonable  efforts  to  make  that  investor  aware  of  the  pertinent  information  regarding 
the  Bonds  and  the  Underwriter  reasonably  believes,  upon  reasonable  investigation,  the  investor 
has  such  knowledge  and  experience  in  financial  and  business  matters  that  it  is  enable  of 
evaluating  the  merits  and  risks  of  the  prospective  investment.  If  any  Bonds  are  sold  to  another 
dealer  then  an  oral  agreement  to  abide  by  this  requirement  will  be  obtained  by  the  Underwriter 
from  each  dealer  and  the  Offering  Notice  will  be  sent  promptly  by  facsimile  or  mail  to  such 
dealers  by  the  Underwriter  as  soon  as  it  is  available,  but  not  later  than  the  Settlement  Date. 
However,  the  Underwriter  shall  not  be  required  to  monitor  the  other  dealer's  compliance  with 
this  requirement. 

The  Underwriter  will  inform  the  Office  of  Finance,  promptly,  either  directly  or 
through  a  public  announcement,  if  the  Underwriter  believes,  based  on  evaluations  conducted  in 
the  ordinary  course  of  business,  that  an  event  has  occurred  or  is  likely  to  occur  that  will  have 
a  materially  adverse  effect  on  the  Underwriter's  ability  to  meet  its  payment  obligations  under 
this  Agreement. 

Section  4.  Delivery  of  Bonds.  The  Office  of  Finance  will  deliver  the  Bonds  to  the 
Underwriter  on  the  Settlement  Date  by  means  of  a  book-entry  credit  to  the  account  that  the 
Underwriter  has  designated  in  writing,  against  the  Underwriter's  payment  in  Federal  funds  to 
the  Office  of  Finance's  account  at  the  Federal  Reserve  Bank  of  New  York  (or  other  fiscal  agent 
as  agreed)  of  an  amount  equal  to  (a)  the  offering  price  multiplied  by  the  principal  amount  of  the 
Bonds,  less  (b)  any  applicable  selling  concession.  In  the  event  that  settlement  for  Bonds  does 
not  occur  on  the  date  otherwise  scheduled  therefor,  the  setdement  shall  be  automatically 
rescheduled  for  the  following  Business  Day  unless  the  Office  of  Finance  consents  to  the 
establishment  of  a  different  date;  however,  if  the  settlement  delay  is  caused  by  the  Office  of 
Finance,  then  the  Underwriter  may  elect  to  terminate  its  obligation  to  purchase  the  Bonds 
promptly  upon  its  receipt  of  notice  of  the  delay.  If  setdement  is  delayed  because  of  any  failure 
by  the  Underwriter,  including  the  Underwriter's  failure  to  make  funds  available  for  payment  for 
the  Underwriter's  allotment  of  Bonds  on  the  Settlement  Date  (unless  such  failure  results  from 
an  error  on  the  part  of  the  Office  of  Finance),  the  Underwriter  agrees  to  pay  to  the  Office  of 
Finance  with  the  Underwriter's  payment  for  the  Bonds  (i)  interest  on  the  unpaid  principal 
amount  of  the  Bonds  allotment  at  the  interest  rate  on  such  Bonds  from  and  including  the 
Settlement  Date  and  up  to  but  not  including  the  date  payment  is  made  to  the  Office  of  Finance 
for  the  Bonds  and  (ii)  all  related  Federal  Reserve  charges.    In  addition,  if  the  settlement  for 
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Bonds  with  a  swap  cross  contingency  is  delayed,  any  accompanying  swap  settlement  will  be 
delayed  also.  Likewise,  if  settlement  is  delayed  because  of  any  failure  by  a  swap  partner,  then 
settlement  of  any  Bonds  executed  with  a  contingent  swap  will  be  delayed  until  the  swap  can  be 
settled  concurrently.  Any  such  cross  contingencies  will  be  noted  during  the  telephone  execution 
of  the  transaction. 

Section  5.  Selling  Concession.  For  each  Bond  that  the  Office  of  Finance  sells  to  the 
Underwriter,  the  Underwriter  may  be  allowed  a  concession  at  the  rate  stated  in  the  Final  Term 
Sheet  for  such  Bonds.  Each  Underwriter  may  deduct  the  concession  from  the  gross  amount  due 
from  it  in  setdement  of  the  Bonds  on  the  Settlement  Date  in  accordance  with  Section  4  hereof. 
No  other  amounts  will  be  paid  to  any  Underwriter  by  the  Office  of  Finance.  Reallowance  to 
dealers  is  permitted.  However,  reallowance  to  FHLBank  Consolidated  Bond  Selling  Group 
members  will  be  set  at  a  rate  $.25  per  $1,000  higher  than  any  reallowance  to  a  non-member  of 
the  FHLBank  Consolidated  Bond  Selling  Group.  Any  additional  fees  paid  by  the  Underwriter 
(or  by  the  counterparty  providing  any  swap  the  execution  of  which  is  tied  to  the  setdement  of 
Bonds  through  a  cross-contingency  provision)  to  dealers  (mcluding  die  Underwriter(s))  assisting 
in  the  distribution  must  be  disclosed  to  the  Office  of  Finance  and  in  the  Offering  Notice.  The 
Underwriter  must  also  disclose  to  the  Office  of  Finance  and  in  the  Offering  Notice  its  receipt 
of  additional  income  that  arises  from  a  swap  transaction  entered  into  in  connection  with  the 
issuance  of  the  Bonds. 

Section  6.  Secondary  Market.  Unless  mutually  agreed  to  during  the  telephone  call 
referred  to  in  Section  2.1  or  Section  2.2,  the  Bonds  may  be  freely  traded  in  the  secondary 
market  commencing  immediately  after  the  final  terms  are  reviewed  during  the  telephone  call  or 
at  the  discretion  of  the  Underwriter.  The  Underwriter  agrees  to  use  its  reasonable  efforts  to 
support  a  secondary  market  for  each  particular  issue  of  Bonds  it  distributes  piu'suant  to  this 
Agreement  by  providing  a  reasonable  bid  on  each  issue  it  underwrites,  based  on  market 
conditions  at  the  time  of  the  bid,  and,  in  doing  so,  agrees  that  the  Underwriter  will  act  for  its 
own  account  and  not  as  an  agent  for  the  Office  of  Finance  or  the  FHLBanks.  Unless  otherwise 
agreed  to  by  the  Office  of  Finance,  the  Underwriter  must  maintain  its  initial  offering  price  until 
the  earlier  of  (i)  completion  of  the  offering  (as  measured  by  the  presence  of  special  selling 
efforts  and  selling  methods)  or  (ii)  one  hour  following  the  telephone  call  during  which  the  terms 
of  the  transaction  are  confirmed  with  the  Office  of  Finance.  The  Underwriter  further  agrees  to 
advise  the  Office  of  Finance  prompdy  of  any  material  development  in  the  secondary  market  for 
\ht  Bonds  known  to  the  Underwriter. 

Section  7.  Confirmations  to  Purchasers;  Public  Announcement.  The  Underwriter 
agrees  to  send  to  each  purchaser  of  Bonds  from  the  Underwriter  a  written  confirmation  that 
includes  all  information  required  to  be  contained  in  such  confirmation  pursuant  to  applicable  law 
and  the  rules  of  any  self-regulatory  organization.  The  Underwriter  will  be  responsible  for  the 
timing  and  content  of  any  public  announcements  on  issue  pricing  made  by  the  Underwriter, 
subject  to  Office  of  Finance  approval  of  the  timing  and  content  and  any  preestablished 
restrictions  issued  by  the  Office  of  Finance.  Nothing  in  this  Agreement  shall  restrict  the  right 
of  the  Office  of  Finance  to  make  any  public  announcements  with  respect  to  any  particular  issue 
of  Bonds  on  or  after  the  settlement  date  therefor. 
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Section  8.  Offeriiig  Material.  The  Underwriter  agrees  that  it  will  not  represent  that 
the  Office  of  Finance  or  any  of  the  FHLBanks  is  responsible  for  or  has  authorized  the 
Underwriter  to  make  any  representations  or  give  any  information  in  connection  with  the  offering 
and  sale  of  the  Bonds  other  than  those  representations  or  that  information  contained  in  the 
then-most  recent  version  of  the  FHLBanks'  Annual  Financial  Report  (the  "Annual  Financial 
Report")  and,  if  ^plicable,  the  then-most  recent  FHLBanks'  Quarterly  Report,  as  such 
documents  may  have  been  supplemented  by  any  press  releases  specified  by  the  Office  of  Finance 
in  a  notice  to  the  Underwriter  as  constituting  a  supplement  to  such  Information  Reports 
(collectively  in  their  then-current  form,  "Current  Information  Reports"),  or  the  Offering  Notice 
relating  to  the  particular  issue  of  Bonds  furnished  to  the  Underwriter  by  the  Office  of  Finance. 
The  Underwriter  further  agrees  that  it  shall  be  responsible  for  any  other  representations  that  it 
makes  or  any  other  information  that  it  provides  to  any  offeree  or  purchaser. 

The  Underwriter  agrees  to  maintain  copies  of  the  Current  Information  Reports  and 
the  Offering  Notices  tiiat  the  Office  of  Finance  provides  to  the  Underwriter.  Copies  of  any 
material  relating  to  a  specific  Bond  issue  will  be  retained  by  the  Underwriter  for  one  year  from 
the  date  of  issuance  (or,  if  earlier,  the  date  at  which  the  Bonds  have  matured  or  have  been 
called,  put  or  amortized  in  full). 

The  Underwriter  agrees  that  it  will  (1)  deliver  a  copy  of  the  Offering  Notice  and  the 
Annual  Financial  Report  to  each  purchaser  in  the  primary  distribution,  including  other  dealers 
to  whom  the  Underwriter  sells  a  Bond  under  this  Agreement,  prior  to  or  the  same  day  as 
delivery  of  the  confu-mation  of  the  purchase  (or  within  one  Business  Day  of  their  receipt  from 
the  Office  of  Finance,  if  later,  in  which  case  the  confirmation  shall  indicate  that  the  Offering 
Notice  will  subsequently  be  sent  to  the  purchaser)  and  (2)  inform  the  purchaser  that  the 
purchaser  is  purchasing  Bonds  pursuant  to  the  terms  and  conditions  described  in  the  Annual 
Financial  Report  and  in  the  Offering  Notice  (as  the  case  may  be).  It  is  understood  that  the 
Office  of  Finance  will  provide  a  single  copy  of  the  Offering  Notice  to  the  Underwriter  and  that 
reproduction  of  the  Offering  Notice  for  distribution  to  customers  will  be  the  responsibility  of  the 
Underwriter.  It  is  also  understood  that  not  more  than  one  copy  of  the  Annual  Financial  Report 
need  be  furnished  by  the  Underwriter  to  such  a  purchaser.  Underwriters  receiving  requests  for 
FHLBanks'  (Quarterly  Reports  may  request  copies  from  the  Office  of  Finance  or  may  refer  the 
requests  to  the  Office  of  Finance.  If  the  Underwriter's  customer  is  a  member  of  the  FHLBank's 
Consolidated  Bond  Selling  Group,  the  Underwriter  need  provide  only  the  Offering  Notice 
relating  to  a  particular  issue  of  Bonds. 

The  Underwriter  agrees  to  notify  the  Office  of  Finance  promptly  when  the 
Underwriter's  supplies  of  the  Annual  Financial  Report  are  low  or  otherwise  insufficient,  and  on 
receipt  of  such  notice  the  Office  of  Finance  will  promptly  provide  the  Underwriter  with  whatever 
additional  quantities  of  those  materials  that  the  Underwriter  reasonably  requests.  The  Office  of 
Finance  hereby  authorizes  the  Underwriter  to  use  the  Annual  Financial  Report  and  the  related 
Offering  Notice  in  connection  with  the  marketing  of  the  particular  issue  of  Bonds.  The 
Underwriter  will  provide  the  Office  of  Finance  with  copies  of  any  marketing  materials  prepared 
by  the  Underwriter  in  connection  with  the  distribution  of  the  Bonds. 
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Section  9.  Authorized  Personnel.  The  Underwriter  agrees  to  submit  to  the  Office 

of  Finance  and  to  update  periodically  as  necessary  a  list  of  the  Underwriter's  personnel  involved 
in  the  offering  and  sale  of  the  Bonds  who  are  authorized  to  deal  with  the  Office  of  Finance  and 
to  give  the  Office  of  Finance  prompt  written  notice  of  any  change  in  such  personnel.  The  lists 
of  the  Underwriter's  personnel  should  set  forth  their  complete  names,  titles,  respective  areas  of 
responsibility  and  signatures.  The  Office  of  Finance  may,  in  its  discretion,  decline  to  transact 
business  with  any  of  the  Underwriter's  personnel  not  named  on  the  current  list  provided  to  the 
Office  of  Finance  pursuant  to  this  Section.  The  Underwriter  agrees  further  to  provide  written 
book-entry  or  other  delivery  instructions  and  to  update  these  periodically  as  necessary  pursuant 
to  Section  18  of  this  Agreement. 

The  Office  of  Finance  shall  furnish  to  the  Underwriter  and  shall  update  from  time  to 
time  as  changes  occur  a  list  of  Office  of  Finance  personnel  involved  in  the  offering  and  sale  of 
Bonds  who  are  authorized  to  deal  with  the  Underwriter  and  the  Underwriter  agrees  to  restrict 
its  communication  to  such  personnel,  and  the  Underwriter  shall  not  be  deemed  to  be  in  breach 
of  this  Agreement  if  it  relies  on  the  most  recent  list  provided  by  the  Office  of  Finance. 

Section  10.  Payment  of  Expenses.  Except  as  provided  in  Section  4  of  this 
Agreement  with  respect  to  the  Underwriter's  responsibility  for  certain  costs,  charges  and 
expenses  when  it  fails  to  make  timely  payment  at  settlement,  the  Office  of  Finance  will  pay  all 
expenses  relating  to  the  performance  of  the  Office  of  Finance's  obligations  under  this 
Agreement,  including  all  expenses  in  connection  with  (a)  the  issuance  of  the  Bonds  and  their 
delivery  to  the  Underwriter  or  the  Underwriter's  designated  representative  at  the  Federal  Reserve 
Banks  and  (b)  the  preparation  and  printing  of  Current  Information  Reports  and  Offering  Notice 
that  the  Office  of  Finance  supplies  to  the  Underwriter.  Each  Underwriter  agrees  to  pay  its 
expenses  relating  to  the  performance  of  the  Underwriter's  obligations  under  this  Agreement, 
including  all  expenses  in  connection  with  (i)  soliciting  sales,  and  (ii)  delivery  to  the 
Underwriter's  customers  of  any  Current  Information  Reports  and  the  Offering  Notice  referred 
to  in  Section  8  hereof  The  Underwriter  shall  have  no  authority  to  obligate  the  Office  of 
Finance  or  any  of  the  FHLBanks  for  any  expenses  that  the  Underwriter  may  incur. 

Section  11.  Indemnification,  (a)  The  FHLBanks  shall  indemnify  and  hold  harmless 
the  Underwriter,  each  of  its  directors,  officers  and  employees  and  each  person  who  controls  the 
Underwriter  within  the  meaning  of  Section  15  of  the  Securities  Act  of  1933,  as  amended  (such 
Act  being  herein  called  the  "Act"),  against  any  and  all  losses,  claims,  damages,  or  liabilities, 
joint  or  several,  to  which  such  indemnified  party  may  become  subject  under  any  statute  or  at  law 
or  in  equity  or  otherwise,  and  shall  reimburse  any  such  indemnified  party  for  any  legal  or  other 
expenses  reasonably  incurred  by  it  in  connection  with  investigating  any  claims  against  it  and 
defending  any  actions,  insofar  as  such  losses,  claims,  damages,  liabilities  or  actions  arise  out  of 
or  are  based  upon  any  untrue  statement  or  alleged  untrue  statement  of  a  material  fact  contained 
in  the  Current  Information  Reports  or  in  the  applicable  Offering  Notice  relating  to  a  particular 
issue  of  Bonds  (as  the  same  may  be  amended  or  supplemented,  the  "Offering  Documentation"), 
that  the  Office  of  Finance  furnished  to  the  Underwriter  or  the  omission  or  alleged  omission  to 
state  therein  a  material  fact  necessary  to  make  the  statements  therein,  in  light  of  the 
circumstances  under  which  they  were  made,  not  misleading;  except  insofar  as  such  loss,  claim, 


D04:|0(»3>J>oaJS>2<00l|MAnER.UNDERWItITINO.AGMT_7-Z743 


379 


damage,  liability  or  action  arises  out  of,  or  is  based  upon,  any  such  untrue  statement  or  alleged 
untrue  statement  of  a  material  fact  or  omission  or  alleged  omission  contained  in  information 
furnished  in  writing  to  one  or  more  FHLBanks  or  the  Office  of  Finance  by  the  Underwriter 
expressly  for  use  therein,  as  to  which  the  Underwriter  agrees  to  indemnify  the  FHLBanks,  the 
Office  of  Finance  and  the  Finance  Board  as  set  forth  in  paragraph  (b)  of  this  Section  11.  This 
indemnity  agreement  shall  not  be  construed  as  a  limitation  on  any  other  liability  which  the 
FHLBanks  may  otherwise  have  to  any  indemnified  party  provided  that  in  no  event  shall  the 
FHLBanks  be  obligated  for  double  indemnification. 

(b)  The  Underwriter  shall  indenmify  and  hold  harmless  the  Finance  Board,  the  Office 
of  Finance  and  the  FHLBanks,  each  of  its  directors,  officers  and  employees  and  each  person 
who  controls  the  Finance  Board,  the  Office  of  Finance  and  the  FHLBanks  within  the  meaning 
of  Section  15  of  the  Act,  to  the  same  extent  as  the  foregoing  indemnity  from  the  FHLBanks  to 
the  Underwriter,  but  only  with  reference  to  (i)  information  furnished  to  one  or  more  FHLBanks 
or  the  Office  of  Finance  by  or  on  behalf  of  the  Underwriter  specifically  for  use  m  the 
preparation  of  the  documents  referred  to  in  the  foregoing  indemnity  (including  without  limitation 
any  initial  proposal  submitted  by  the  Underwriter  which  describes  the  terms  and  structure  of  a 
particular  issue  of  Bonds)  and  the  terms  of  the  distribution  of  the  Bonds  by  the  Underwriter,  (ii) 
the  Underwriter's  making  of  any  representation  or  the  Underwriter's  giving  any  information  in 
connection  with  the  offering  and  sale  of  Bonds  that  is  not  contained  in  the  Offering 
Documentation  and  (iii)  the  Underwriter's  material  failure  to  observe  any  of  the  terms  and 
conditions  of  this  Agreement.  This  indemnity  agreement  shall  not  be  construed  as  a  limitation 
on  any  other  liability  which  the  Underwriter  may  otherwise  have  to  the  Finance  Board,  the 
Office  of  Finance  and  the  FHLBanks  provided  that  in  no  event  shall  the  Underwriter  be 
obligated  for  double  indemnification. 

(c)  Promptly  after  receipt  by  an  indemnified  party  under  this  Section  1 1  of  notice  of 
the  commencement  of  any  action,  such  indemnified  party  will,  if  a  claim  in  respect  thereof  is 
to  be  made  against  the  indemnifying  party  under  this  Section  1 1 ,  notify  the  indemnifying  party 
in  writing  of  the  commencement  thereof;  but  the  omission  so  to  notify  the  indemnifying  party 
will  not  relieve  it  from  any  liability  which  it  may  have  to  any  indemnified  party  otherwise  than 
under  this  Section  11.  In  case  any  such  action  is  brought  against  any  indemnified  party,  and  it 
notifies  the  indemnifying  party  of  the  commencement  thereof,  the  indemnifying  party  will  be 
entitled  to  participate  therein,  and  to  the  extent  that  it  may  elect  by  written  notice  delivered  to 
the  indemnified  party  promptly  after  receiving  the  aforesaid  notice  from  such  indemnified  party, 
to  assume  the  defense  thereof,  with  counsel  satisfactory  to  such  indemnified  party;  provided, 
however,  if  the  defendants  in  any  such  action  include  both  the  indemnified  party  and  the 
indenmifying  party  and  the  indemnified  party  shall  have  reasonably  concluded  that  there  may 
be  legal  defenses  available  to  it  or  other  indemnified  parties  which  are  different  from  or 
additional  to  those  available  to  the  indemnifying  party,  die  indemnified  party  or  parties  shall 
have  the  right  to  select  separate  counsel  to  assert  such  legal  defenses  and  to  otherwise  participate 
in  the  defense  of  such  action  on  behalf  of  such  indemnified  party  or  parties.  Upon  receipt  of 
notice  from  the  indemnifying  party  to  such  indemnified  party  of  its  election  so  to  assume  the 
defense  of  such  action  and  approval  by  the  indemnified  party  of  counsel,  the  indemnifying  party 
will  not  be  liable  to  such  indemnified  party  under  this  Section  1 1  for  any  legal  or  other  expenses 
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subsequently  incurred  by  such  indemnified  party  in  connection  with  the  defense  thereof  unless 
(i)  the  indemnified  party  shall  have  employed  separate  counsel  in  connection  with  the  assertion 
of  legal  defenses  in  accordance  with  the  proviso  to  the  next  preceding  sentence  (it  being 
understood,  however,  that  the  FHLBanks  shall  not  be  liable  for  the  expenses  of  more  than  one 
separate  counsel,  approved  by  a  majority  of  all  fu-ms  involved  in  the  distribution  of  FHLBank 
consolidated  obligations,  representing  indemnified  parties  who  are  parties  to  such  action),  (ii) 
the  indemnifying  party  shall  not  have  employed  counsel  satisfactory  to  the  indemnified  party  to 
represent  the  indemnified  party  within  a  reasonable  time  after  notice  of  commencement  of  the 
action  or  (iii)  the  indemnifying  party  has  authorized  the  employment  of  counsel  for  the 
indemnified  party  at  the  expense  of  the  indemnifying  party;  and  except  that,  if  clause  (i)  or  (iii) 
is  applicable,  such  liability  shall  be  only  in  respect  of  the  counsel  referred  to  in  such  clause  (i) 
or  (iii).  The  indemnifying  party  shall  not  be  liable  for  any  setdement  effected  without  its 
consent. 

(d)  In  order  to  provide  for  just  and  equitable  contribution  in  circumstances  m  which 
the  indemnification  provided  for  in  paragraph  (a)  of  this  Section  11  is  due  in  accordance  with 
its  terms  but  is  for  any  reason  held  by  a  court  to  be  unavailable  from  the  FHLBanks  on  grounds 
of  policy  or  otherwise,  the  FHLBanks  and  the  Underwriter  shall  contribute  to  the  aggregate 
losses,  claims,  damages  and  liabilities  (including  legal  and  other  expenses  reasonably  incurred 
in  connection  with  investigating  or  defending  same)  to  which  the  FHLBanks  and  the  Underwriter 
may  be  subject  in  such  proportion  as  is  appropriate  to  reflect  the  relative  fault  of  the  FHLBanks 
on  the  one  hand  and  the  Underwriter  on  the  other  as  well  as  any  other  equitable  considerations. 
The  relative  fault  shall  be  determined  by  reference  to,  among  other  things,  whether  the  untrue 
or  alleged  untrue  statement  or  omission  or  alleged  omission  relates  to  information  supplied  by 
or  on  behalf  of  the  FHLBanks  or  the  Underwriter  and  the  parties'  relative  intent,  knowledge, 
access  to  information  and  opportunity  to  correct  or  prevent  such  statement  or  omission; 
provided,  however,  that  no  person  guilty  of  fraudulent  misrepresentation  (within  the  meaning 
of  Section  1 1(f)  of  the  Act)  shall  be  entitled  to  contribution  from  any  person  who  was  not  guilty 
of  such  fraudulent  misrepresentation.  For  purposes  of  this  Section  1 1 ,  each  person  who  controls 
the  Underwriter  within  the  meaning  of  Section  15  of  the  Act  and  the  Underwriter's  respective 
directors,  officers  and  employees  shall  have  the  same  rights  to  contribution  as  the  Underwriter, 
and  each  person  who  controls  the  Finance  Board,  the  Office  of  Finance  or  any  of  the  FHLBanks 
within  the  meaning  of  Section  15  of  the  Act,  and  each  Underwriter,  director,  officer  or 
employee  of  the  Finance  Board,  the  Office  of  Finance  or  any  of  the  FHLBanks  shall  have  the 
same  rights  to  contribution  as  the  Finance  Board,  the  Office  of  Finance  and  the  FHLBanks.  Any 
party  entiUed  to  contribution  will,  promptly  after  receipt  of  notice  of  commencement  of  any 
action,  suit  or  proceeding  against  such  party  in  respect  of  which  claim  for  contribution  may  be 
made  against  another  party  or  parties  under  this  paragraph  (d),  notify  such  party  or  parties  from 
whom  contribution  may  be  sought,  but  the  omission  to  so  notify  such  party  or  parties  shall  not 
relieve  the  party  or  parties  from  whom  contribution  may  be  sought  from  any  other  obligation 
it  or  they  may  have  hereunder  or  otherwise  than  under  this  paragraph  (d). 

Section  12.  Accuracy  of  Underwriter  Information.  The  Underwriter  agrees  that 
any  information  for  which  the  Underwriter  is  the  source  shall  be  accurate.  This  includes 
information  provided  by  the  Underwriter  to  the  Office  of  Finance,  maintained  pursuant  to  this 
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Agreement  or  in  connection  with  any  transaction  under  this  Agreement.  The  Underwriter's 
provision  of  inaccurate  information  under  Sections  2,  7  or  8  of  this  Agreement,  or  otherwise 
pursuant  to  this  Agreement,  including  the  Guidelines,  shall  in  the  sole  discretion  of  the  Office 
of  Finance  constitute  a  breach  of  this  Agreement. 

Section  13.  Notice  of  Discovery  of  Breach  of  Agreement  or  of  Government 
Inquiry.  The  Underwriter  agrees  to  notify  the  Office  of  Finance  promptly  (1)  after  the 
Underwriter  discovers  any  breach  of  this  Agreement,  and  (2)  after  the  Underwriter  or  any  of 
its  agents,  representatives,  or  employees  receives  any  government  inquiry  regarding  transactions, 
communications,  or  other  matters  related  to  this  Agreement  or  any  Bonds  issued  under  this 
Agreement,  unless  die  Underwriter  is  prohibited  by  law  or  regulation  from  doing  so  or  the 
government  has  requested  that  the  Underwriter  withhold  such  information  from  others.  The 
Office  of  Finance  may  disclose  such  breaches  to  the  Finance  Board  (its  independent  regulator) 
and  one  or  more  of  the  FHLBanks  if  the  Office  of  Finance  deems  it  necessary  to  do  so.  The 
Office  of  Finance  will  not,  without  obtaining  the  consent  of  the  Underwriter,  otherwise  disclose 
to  third  parties  any  information  provided  pursuant  to  this  Section  13  unless  disclosure  is  required 
by  law,  regulation  or  compulsory  process,  and  will,  to  the  extent  feasible,  give  prior  notice  to 
the  applicable  Underwriter  before  making  such  disclosure. 

Section  14.  Remedies.  Any  violation  of  this  Agreement  may,  if  deemed  material  by 
the  Office  of  Finance,  result  in  die  Office  of  Finance's  imposing  on  the  Underwriter  a  reasonable 
monetary  penalty  or  requiring  the  Underwriter  to  satisfy  additional  requirements,  in  each  case 
as  the  Office  of  Finance  determines.  The  Office  of  Finance's  exercise  of  any  remedy  pursuant 
to  this  Section  14  shall  not  prevent  the  concurrent  or  subsequent  exercise  of  any  other  remedy, 
and  the  Office  of  Finance  may  exercise  any  such  remedies  in  addition  to  all  other  remedies 
available  at  law  or  in  equity.  In  the  event  of  termination  of  this  Agreement,  the  Office  of 
Finance's  right  to  collect  a  reasonable  monetary  penalty  pursuant  to  this  Section,  including  any 
penalty  previously  sought  but  not  collected,  as  well  as  the  Underwriter's  obligation  to  satisfy 
additional  requirements  imposed  on  the  Underwriter  pursuant  to  the  first  sentence  of  this  Section 
14,  shall  terminate.  In  any  event,  termination  of  the  right  to  seek  a  monetary  penalty  under  this 
Section  shall  not  preclude  the  Office  of  Finance  from  exercising  any  other  rights  that  it  may  still 
have  under  this  Agreement  pursuant  to  Section  17  or  any  other  rights  that  it  may  have  under 
applicable  law. 

Section  15.   Additional  Provisions  to  Ensure  Integrity. 

(a)  Annual  Certifications.  The  Underwriter  agrees  diat  a  senior  officer  or  official 
of  the  Underwriter's  firm  acceptable  to  the  Office  of  Finance  will  certify  annually  to  the  Office 
of  Finance  on  such  date  as  the  Guidelines  may  require  or  to  which  the  Office  of  Finance 
otherwise  agrees,  and  in  a  form  specified  in  Exhibit  A  to  the  attached  Guidelines  or  otherwise 
agreed  to  by  the  Office  of  Finance  and  the  Underwriter,  that  the  Underwriter  is  aware  of  its 
obligations  under  this  Agreement.  Such  certification  shall  also  confirm  the  most  recent  list  of 
names  of  the  Underwriter's  authorized  personnel  submitted  to  the  Office  of  Finance  pursuant  to 
Section  9  of  this  Agreement.  At  least  annually,  the  Underwriter's  internal  auditor  shall  conduct 
a  review  of  the  Underwriter's  compliance  with  its  obligations  under  this  Agreement  and  any 
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predecessor  agreement  during  the  Underwriter's  preceding  fiscal  year.   The  Underwriter  shall 
make  the  results  of  these  compliance  reviews  available  to  the  Office  of  Finance. 

(b)  Senior  OfGcer  Responsibility  and  Training.  The  Underwriter  agrees  to 
designate  one  of  its  senior  officers  as  primarily  responsible  for  its  relationship  with  the  Office 
of  Finance  and  to  advise  the  Office  of  Finance  in  writing  prompdy  of  the  name  and  tide  of  any 
senior  officer  so  designated  from  time  to  time.  The  Underwriter  further  agrees  that  this  senior 
officer  shall  oversee  performance  of  the  Underwriter's  obligations  to  provide  accurate 
information  to  the  Office  of  Finance  and  to  create  and  maintain  accurate  records  in  accordance 
with  this  Agreement  and  otherwise  as  may  be  required  to  maintain  integrity  in  the  Underwriter's 
performance  of  the  Underwriter's  obligations  under  this  Agreement,  including  the  attached 
Guidelines. 

The  Underwriter  agrees  to  provide  sufficient  training  to  personnel  of  the  Underwriter 
to  ensure  that  such  personnel  are  familiar  with  this  Agreement  and  the  Guidelines.  The 
Underwriter  shall  ensure  that  any  trader  or  salesperson  becoming  involved  in  the  distribution  of 
Bonds  shall  have  read  this  Agreement  (including  the  Guidelines)  before  such  salesperson  or 
trader  begins  assisting  the  Underwriter  with  the  distribution  of  Bonds. 

Section  16.  Amendment.  The  Office  of  Finance  may  amend  this  Agreement, 
including  the  Guidelines,  at  any  time  in  its  sole  discretion  by  giving  the  Underwriter  written 
notice  of  such  amendment.  Any  such  amendment  shall  become  effective  as  of  the  date  specified 
in  such  amendment  or  notice  upon  written  acknowledgment  by  a  duly  authorized  officer  or 
partner  of  the  Underwriter's  agreement  to  such  amendment  and  delivery  of  such  acknowledgment 
to  the  Office  of  Finance.  The  Underwriter's  continued  participation  in  the  sale  of  Bonds  will 
be  conditioned  upon  die  Unden/riter's  timely  return  of  the  Underwriter's  written 
acknowledgment  of  receipt  of  the  amendment. 

Section  17.  Termination;  Survival  of  Certain  Obligations.  Eidier  party  may 
terminate  this  Agreement  at  any  time  by  giving  10  days'  prior  written  notice  to  the  other  party. 
In  addition,  (i)  the  Underwriter  may  terminate  this  Agreement  immediately  by  giving  written 
notice  to  the  Office  of  Finance  within  ten  Business  Days  after  the  Underwriter's  receipt  of  a 
notice  of  amendment  pursuant  to  Section  16  of  this  Agreement  if  the  Underwriter  determines 
such  amendment  to  be  unacceptable  and  (ii)  the  Office  of  Finance  may  terminate  this  Agreement 
immediately  upon  written  notice  to  the  Underwriter  in  the  event  the  Underwriter  shall  materially 
breach  this  Agreement  or  if  an  Insolvency  Event  occurs  with  respect  to  the  Underwriter.  For 
the  purposes  of  this  Agreement,  an  Insolvency  Event  shall  have  occurred  with  respect  to  the 
Underwriter  if  (i)  the  Underwriter  shall  have  commenced  a  voluntary  case  or  other  proceeding 
seeking  liquidation,  reorganization  or  other  relief  with  respect  to  the  Underwriter  or  its  debts 
under  any  bankruptcy,  insolvency  or  other  similar  law  now  or  hereafter  in  effect  or  seeking  the 
iq)pointment  of  a  trustee,  receiver,  liquidator,  custodian  or  other  similar  official  of  the 
Underwriter  or  any  substantial  part  of  the  Underwriter's  property,  or  shall  consent  to  any  such 
relief  or  to  the  appointment  of  or  taking  possession  by  any  such  official  in  an  involuntary  case 
or  other  proceeding  commenced  against  the  Underwriter,  or  shall  fail  generally  to  pay  the 
Underwriter's  debts  as  they  become  due,  or  shall  take  any  corporate  action  to  authorize  any  of 
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the  foregoing;  or  (ii)  an  involuntary  case  or  other  proceeding  shall  have  been  commenced  against 
the  Underwriter  seeking  liquidation,  reorganization  or  other  relief  with  respect  to  the 
Underwriter  or  the  Underwriter's  debts  under  any  bankruptcy,  insolvency  or  other  similar  law 
now  or  hereafter  in  effect  or  seeking  the  appointment  of  a  trustee,  receiver,  liquidator,  custodian 
or  other  simUar  official  of  the  Underwriter  or  any  substantial  part  of  the  Underwriter's  property, 
and  such  involuntary  case  or  other  proceeding  shall  remain  pending  and  unstayed  for  a  period 
of  15  days;  or  an  order  for  relief  shall  be  entered  against  the  Underwriter  under  the  federal 
bankruptcy  laws  as  now  or  hereafter  in  effect;  or  such  a  trustee,  receiver,  liquidator,  custodian 
or  other  similar  official  shall  be  appointed.  The  obligations  of  the  parties  set  forth  in 
Sections  10  and  1 1  shall  survive  termination  of  this  Agreement,  and  any  such  termination  shall 
not  affect  any  obligation  that  the  Underwriter  or  the  Office  of  Finance  may  have  with  resp>ect 
to  any  sale  of  Bonds  the  Office  of  Finance  ab-eady  has  confirmed  to  the  Underwriter  that  have 
not  been  issued  as  of  the  effective  date  of  such  termination,  including  the  Underwriter's 
obligations  under  Sections  4,  7,  8,  and  10  of  this  Agreement,  except  that  if  an  Insolvency  Event 
has  occurred  with  respect  to  the  Underwriter,  the  Office  of  Finance  shall  have  the  right  by  notice 
to  the  Underwriter  to  cancel  immediately  and  not  deliver  the  Bonds.  In  addition,  if  the  Final 
Term  Sheet  includes  a  cross  contingency  provision  for  a  swap,  the  accompanying  swap  will  be 
cancelled.  Notwithstanding  the  foregoing,  the  Underwriter  shall  provide  the  Office  of  Finance 
with  prompt  notice  of  any  government  inquiry  known  to  the  Underwriter  following  termination 
of  this  Agreement.  The  Underwriter  agrees  that  if  the  Office  of  Finance  chooses  to  cancel  the 
sale  of  Bonds  in  connection  with  an  Insolvency  Event  having  occurred  with  respect  to  the 
Underwriter,  then  the  Office  of  Finance  shall  not  have  any  liability  to  the  Underwriter  or  its 
customers. 

Section  18.  Notices.  Except  as  otherwise  provided  herein,  all  notices  and  other 
communications  hereunder  shall  be  in  writing  and  shall  be  deemed  to  have  been  received  by  a 
party  when  actually  received  in  the  case  of  hand  delivery  or  ordinary  mail,  five  (5)  days  after 
mailing  by  certified  or  registered  mail,  postage  prepaid,  or  the  day  sent  by  facsimile  provided 
the  sender  shall  have  received  written  confu-mation  (by  facsimile  message  received  from 
facsimile  equipment  maintained  at  the  Office  of  Finance  or  otherwise)  of  the  receipt  of  such 
facsimile.  Notices  to  the  Office  of  Finance  shall  be  addressed  to  the  attention  of  the  Managing 
Director  at  11921  Freedom  Drive,  Two  Fountain  Square,  Suite  1000,  Reston,  VA  22090, 
facsimile  number  (703)  487-9570  and  to  the  Underwriter  at  the  address  set  forth  on  the  attached 
Acceptance  Form.  Either  party  hereto  may  change  the  address  to  which  notices  to  it  are  to  be 
addressed  by  providing  notice  of  such  change  to  the  other  party. 

Section  19.  No  Implied  Waiver.  No  term,  provision  or  clause  of  this  Agreement 
or  any  breach  thereof  shall  be  deemed  waived  unless  such  waiver  shall  be  in  writing  and 
executed  by  a  duly  authorized  representative  of  the  party  making  the  waiver.  Any  waiver  by 
any  party,  whether  express  or  implied,  shall  not  constitute  a  waiver  of  or  excuse  for  any  other 
different  or  subsequent  breach  of  the  same  or  any  other  term,  provision  or  clause  of  this 
Agreement.  No  failure  or  delay  in  exercising  any  right,  power,  or  privilege  hereunder  shall 
operate  as  a  waiver  thereof  nor  shall  any  single  or  partial  exercise  of  any  right,  power,  or 
privilege  preclude  any  other  or  future  exercise  thereof,  or  the  exercise  of  any  other  right,  power, 
or  privilege. 
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Section  20.  Special  OfTerings;  Non-Exclusivity.  The  Office  of  Finance  in  its  sole 
discretion  and  at  any  time  without  notice,  may  offer  and  sell  any  Bonds  or  other  debt 
obligations,  in  any  manner  and  to  or  through  any  person,  without  the  consent  of  the 
Underwriter,  and  such  Bonds  or  debt  obligations  may  not  be  subject  to  this  Agreement  and  the 
Underwriter  may  be  excluded  from  the  selling  group  or  other  plan  of  distribution  for  such  Bonds 
or  debt  obligations.  The  Office  of  Finance  shall  have  no  obligation  to  notify  or  otherwise  advise 
the  Underwriter  of  any  such  offerings  pursuant  to  this  Section  20.  The  Underwriter 
acknowledges  that  the  Underwriter's  participation  is  solely  at  the  discretion  of  the  Office  of 
Finance. 

Notwithstanding  Section  2  of  this  Agreement,  the  Office  of  Finance  may  employ  any 
other  offering  and  allotment  procedures  that  the  Office  of  Finance,  in  its  sole  discretion,  deems 
impropriate,  including,  but  not  limited  to,  selling  groups,  direct  sales  to  investors  or  competitive 
bidding  procedures,  and  the  Office  of  Finance  may  reopen  any  Bond  issues  in  any  manner  that 
it  chooses,  either  pursuant  to  this  Agreement  or  otherwise. 

This  Agreement  shall  govern  the  offer  and  sale  of  debt  obligations  of  the  FHLBanks 
or  any  of  the  FHLBanks  other  than  Bonds  if  the  Underwriter  is  notified  by  the  Office  of  Finance 
that  such  debt  obligations  are  intended  to  be  sold  pursuant  to  the  terms  of  this  Agreement.  Such 
other  debt  obligations  shall  be  treated  as  Bonds  for  purposes  of  this  Agreement. 

Section  21.  Several  Liability;  Successors.  The  obligations  of  the  Underwriter 
hereunder  and  underwriters  under  other  underwriting  agreements  with  the  Office  of  Finance  will 
be  several. 

This  Agreement  will  inure  to  the  benefit  of  and  be  binding  upon  the  parties  hereto  and 
their  respective  successors  (and,  to  the  extent  provided  in  Section  11,  the  Finance  Board  and  the 
FHLBanks  and  the  officers,  directors,  and  employees  referred  to  in  Section  11),  and  no  other 
person  will  have  any  rights  hereunder.  Notwithstanding  anything  herein  to  the  contrary,  the 
Underwriter  may  not  assign  this  Agreement,  whether  by  merger  or  through  other  operation  of 
law  or  otherwise,  without  the  prior  written  consent  of  the  Office  of  Finance.  No  purchaser  of 
any  Bonds  as  such  will  be  deemed  to  be  a  successor  of  any  party  hereto,  and  this  Agreement  will 
not  inure  to  the  benefit  of  the  holders  of  Bonds  by  reason  of  their  status  as  such. 

Section  22.  Governing  Law;  Forum.  This  Agreement  shall  be  governed  by  and 
construed  in  accordance  with  the  federal  law  of  the  United  States.  Insofar  as  there  may  be  no 
applicable  precedent,  and  insofar  as  to  do  so  would  not  frustrate  the  purposes  of  the  FHLBank 
Act,  the  local  laws  of  the  State  of  New  York  (without  regard  to  conflict  of  laws  principles)  shall 
be  deemed  to  be  reflective  of  the  federal  law  of  the  United  States.  The  parties  hereto  submit 
to  the  non-exclusive  jurisdiction  of  the  courts  of  the  Borough  of  Manhattan,  City  and  State  of 
New  York,  and  of  the  federal  courts  located  in  the  Southern  District  of  New  York.  Each  party 
hereby  irrevocably  waives,  to  the  fullest  extent  permitted  by  law,  any  objection  that  it  may  now 
or  hereafter  have  to  the  laying  of  venue  of  any  such  suit,  action  or  proceeding  brought  in  said 
courts  on  the  grounds  that  any  such  court  is  an  inconvenient  forum. 
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Section  23.  Supersedes  Previous  Agreement;  Entire  Agreement.  This  Master 
Underwriting  Agreement  supersedes  any  previous  underwriting  agreement  that  the  Underwriter 
may  have  entered  into  with  the  Office  of  Finance  (and  any  previously  issued  guidelines  or 
instructions)  with  respect  to  Bonds  offered  to  the  Underwriter  on  or  after  the  effective  date  of 
this  Agreement  and  this  Underwriting  Agreement  constitutes  the  entire  understanding  between 
the  parties  hereto  with  respect  to  the  distribution  of  Bonds  or  other  securities  pursuant  to  this 
Agreement. 

Section  24.  Severability.  This  Agreement  shall  not  be  invalidated  by  any  provision 
hereof  being  prohibited  or  unenforceable  in  any  jurisdiction,  but  such  provision  shall,  as  to  such 
jurisdiction,  be  ineffective  to  the  extent  of  such  prohibition  or  unenforceability  without 
invalidating  the  remaining  provisions  hereof  or  affecting  the  validity  or  enforceability  of  such 
provision  in  any  other  jurisdiction.  Any  provision  which  is  not  enforceable  in  its  entirety  shall 
be  enforced  to  the  fullest  extent  permitted  by  law. 

Section  25.  Effective  Date.  This  Agreement  shall  be  effective  as  of  the  date  first 
above  written. 

Section  26.  Section  Headings.  Section  headings  are  for  convenience  only  and  shall 
not  be  construed  as  part  of  this  Agreement. 


To  accept  the  terms  stated  in  this  Agreement,  please  sign  the  attached  Acceptance  Form  and  mail 
this  Agreement  (with  the  Acceptance  Form  attached  to  it)  to  the  Office  of  Finance  at  the  address 
specified  on  the  Acceptance  Form. 

Sincerely, 

OFFICE  OF  FINANCE,  FEDERAL  HOME  LOAN  BANKS, 
as  fiscal  agent  for  the  Federal  Housing 
Finance  Board  and  the  Federal  Home  Loan 
Banks 

By:      

Tide:  Managing  Director 
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FEDERAL  HOME  LOAN  BANKS 

ACCEPTANCE  OF 

MASTER  UNDERWRITING  AGREEMENT 


The  undersigned  hereby  accepts  Underwriter  status  in  accordance  with  the  terms  and  conditions 
set  forth  in  this  Agreement,  and  agrees  to  be  bound  by  all  terms  and  conditions  contained  in  this 
Agreement,  mcluding  the  Guidelines  attached  to  this  Agreement,  effective  as  of  the  date  first  set 
forth  above. 

Sincerely, 


(Firm) 


(Authorized  Signature) 


(Name  and  Title) 


(Address) 


(Telephone  Number) 


(Facsimile  Number) 

Date:    

Note:  Do  not  detach  this  Acceptance  of  Master  Underwriting  Agreement  Form  with  the 

Agreement.  After  completion  of  this  Acceptance  of  Master  Underwriting  Agreement 
form,  please  mail  the  original  to  Office  of  Finance,  Federal  Home  Loan  Banks, 
1 1921  Freedom  Drive,  Two  Fountain  Square,  Suite  1000,  Reston,  VA  22090,  Attn: 

,  .     Please  keep  a  copy  for  the  Underwriter's 

records. 
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7/27/95 


GUIDELINES  FOR  FHLBANK 
UNDERWRITERS 


These  Guidelines  apply  to  each  Underwriter  ("Underwriter")  of  the  Federal  Home  Loan  Banks' 
consolidated  obligations  and  supplement  and  are  part  of  the  Master  Underwriting  Agreements 
dated  as  of  September  1,  1995,  between  the  Office  of  Finance  and  such  Underwriters,  as 
amended  from  time  to  time  (the  "Agreement").  (References  in  these  Guidelines  to  specific 
Sections  of  the  Agreement  shall  refer  to  Sections  of  the  main  body  of  the  Agreement  into  which 
these  Guidelines  are  incorporated.) 

1.  Definitioiis. 

Terms  used  in  these  Guidelines  that  are  defmed  in  the  main  body  of  the  Agreement  are 
used  herein  as  therein  defmed.  In  addition,  the  following  defmitions  ^ply  for  purposes 
of  these  Guidelines: 

a.  Special  Terms  -  characteristics  which  may  exist  in  connection  with  a  particular  Bond 
issue  including  early  repayment  of  principal  (including  call,  put  or  amortization);  any 
variable  interest  rate;  and  any  principal  repayment  variability  subject  to  an  index  or 
foreign  currency  value. 

b.  Underwriters,    the  firms  which  have  executed  and  delivered  an  Agreement. 

2.  Communications  With  The  OKice  of  Finance. 

The  Office  of  Finance  encourages  each  Underwriter  to  maintain  contact  with  it  in  regard 
to  any  interest  in  a  particular  transaction. 

(a)   FINANCING  ANNOUNCEMENTS 

The  Underwriter  will  be  responsible  for  any  wire  announcements  on  issue  pricing 
prior  to  settlement  date,  subject  to  oral  approval  of  the  content  and  any  pre-established 
restrictions  issued  by  the  Office  of  Finance.  For  issues  that  are  competitively  bid,  the 
prospective  Underwriters  will  be  chosen  to  bid  by  the  Office  of  Finance  in  its  sole 
discretion  and  the  Office  of  Finance  will  contact  the  prospective  Underwriters.  For 
other  issues,  an  Underwriter  may  present  an  offering  through  the  Office  of  Finance 
or  through  an  individual  FHLBank.  However  if  the  issue  is  presented  through  an 
FHLBank,  the  Office  of  Finance  must  review  and  approve  the  terms  of,  and  execute, 
the  offering.   Treasury  approval  must  be  obtained  prior  to  execution  in  all  cases. 


(b)  PRICING 
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For  competitive  bids,  pricing  and  agreement  on  terms  occurs  when  the  successful 
bidder  confu'ms  the  bid  and  the  terms  of  the  issue.  For  negotiated  transactions, 
pricing  occurs  during  the  telephone  call  when  the  terms  of  the  transaction  are 
reviewed  and  accepted  by  all  parties. 

(c)  CONFIRMATION 

For  competitive  bids,  the  successful  Underwriter  will  call  the  Office  of  Finance  within 
two  hours  of  the  designation  of  the  award  to  confirm  the  trade,  proceeds  and  delivery 
instructions.  For  negotiated  transactions,  the  Underwriter  will  submit  a  term  sheet, 
including  all  revisions  agreed  to  during  the  telephone  call,  within  24  hours  of  the 
execution.  In  addition,  for  both  competitive  bids  and  negotiated  transactions,  the 
Office  of  Finance  will  prepare  a  Final  Term  Sheet  and  Offering  Notice.  The  Final 
Term  Sheet  must  be  signed  by  the  Underwriter  and  faxed  back  to  the  Office  of 
Finance  not  later  than  10:00  a.m.,  Eastern  Time,  on  the  Business  Day  following  its 
receipt,  unless  granted  an  extension  by  the  Office  of  Finance.  By  signing  the  Final 
Term  Sheet,  the  Underwriter  accepts  the  Offering  Notice. 

(d)  TRADING 

All  issues  will  be  free  to  trade  at  the  completion  of  the  telephone  call  or  at  the 
Underwriter's  discretion  unless  specified  otherwise  by  mutual  agreement,  subject  to 
the  maintenance  of  initial  pricing  as  described  in  Section  6  of  the  Agreement. 

6.       Annual  Certification  from  Underwriter's  officer. 

a.  When  Due.  Each  Underwriter  must  submit  to  the  Office  of  Finance  the  certification 
required  by  Section  15  of  the  Agreement  by  February  15  of  each  calendar  year.  The 
certification  shall  be  dated  no  earlier  than  the  first  day  after  the  new  calendar  year. 

b.  Required  Form.  The  certification  required  by  Section  15  of  the  Agreement  shall  be 
in  the  form  attached  as  Exhibit  A  to  the  Guidelines,  unless  the  Office  of  Finance  and 
the  Underwriter  agree  that  another  form  will  be  used. 

c.  OfTicer  Required  to  Sign  Certification.  See  Section  15  of  the  Agreement  for 
clarification  of  the  person  required  to  sign  the  certification. 


September  1,  1995 

G-2 
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EXHIBIT  A 


[Underwriter's  Letterhead] 


DATE 


Mr.  John  K.  Darr 
Managing  Director 
Office  of  Finance 
Federal  Home  Loan  Banks 
11921  Freedom  Drive 
Two  Fountain  Square 
Suite  1000 
Reston,  VA  22090 

Dear  Mr.  Darr: 

I  hereby  certify  that  this  firm  has  in  place  appropriate  systems  and  procedures  (1)  to  ensure  that 
all  of  our  personnel  who  are  responsible  for  this  firm's  dealings  in  FHLBank  debt  understand 
and  will  follow  the  requirements  set  forth  in  the  Master  Underwriting  Agreement  governing  our 
Underwriter's  status  (the  "Agreement"),  between  the  Office  of  Finance  and  this  firm,  and  (2) 
to  monitor  their  compliance  with  those  requirements.  I  also  certify  that  this  firm  has  taken 
affirmative  action  to  ensure  the  integrity  of  this  firm's  marketing  efforts  relating  to  the 
distribution  of  Bonds.  Finally,  I  hereby  certify  that  the  name  and  other  information  concerning 
this  firm's  personnel  as  most  recently  provided  to  the  Office  of  Finance  pursuant  to  Section  9 
of  the  Agreement  is  true  and  correct  as  of  the  date  hereof 

Sincerely, 


September  1,  1995 
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OFFERING  NOTICE 

FEDERAL  HOME  LOAN  BANKS 
$750,000,000  LIBOR  INDEXED  CONSOLIDATED  BONDS 

Non-CaUable 

Date  of  Issue  September  20,  1995       Series  WH-1996      Maturity  September  20,  1996 

Interest  payable  on  the  20th  of  each  month 

Interest  rate  based  on  LIBOR  Index  described  in  Paragraph  11  below 

CUSIP  #3133917D0 

The  Bonds  are  Joint  and  Several  Obligations  of  the  Federal  Home  Loan  Banks 

and  are  not  obligations  of  the  United  States  and  are  not  guaranteed  by  the  United  States. 

Minimum  amount  of  $100,000  with  integral  multiples  of  $5,000 

SEE  "CERTAIN  INVESTMENT  CONSIDERATIONS"  FOR  A  DISCUSSION  OF  CERTAIN 

FACTORS  THAT  SHOULD  BE  CONSIDERED  IN  CONNECTION  WITH  AN  INVESTMENT  IN 

THE  BONDS  OFFERED  HEREBY. 

Any  information  or  representation  not  contained  in  this  Offering  Notice  or 

in  the  Financial  Reports  (referred  to  in  Paragraph  IX)  must  not  be  relied  upon  as  having  been 

authorized  by  the  Federal  Housing  Finance  Board  or  the  Federal  Home  Loan  Banks. 

I.  OFFERING  OF  CONSOLIDATED  BONDS 

Through  the  OfTice  of  Finance  of  the  Federal  Home  Loan  Banks,  and  pursuant  to  the  authority  of  subsection 
(c)  of  Section  11  of  the  Federal  Home  Loan  Bank  Act,  as  amended,  on  Wednesday,  September  13,  1995,  the 
Federal  Housing  Finance  Board  offered  the  above  series  of  bonds  (the  Bonds)  for  purchase  by  Merrill  Lynch 
Government  Securities  Inc.  at  par  less  the  concession  described  in  Paragraph  V.  The  Bonds  may  be 
reoffered  in  one  or  more  transactions  at  variable  negotiated  prices  at  the  discretion  of  Merrill  Lynch 
Government  Securities  Inc.  The  above  series  may  be  reopened  at  the  option  of  the  Federal  Housing  Finance 
Board. 
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IN  CONNECTION  WITH  THE  OFFERING  OF  THE  BONDS,  THE  UNDERWRITER  MAY  OVER- 
ALLOT  OR  EFFECT  TRANSACTIONS  WHICH  STABILIZE  OR  MAINTAIN  THE  MARKET 
PRICE  OF  THE  BONDS  AT  LEVELS  ABOVE  THOSE  WHICH  MIGHT  OTHERWISE  PREVAIL  IN 
THE  OPEN  MARKET.  SUCH  STABILIZATION,  IF  COMMENCED,  MAY  BE  DISCONTINUED  AT 
ANYTIME. 

n.  INTEREST  RATE  ON  LIBOR  INDEXED  BONDS 

Interest  will  be  payable  in  arrears  on  the  20th  of  each  month,  commencing  October  20,  1995  (an  Interest 
Payment  Date).  Such  interest  payments  will  consist  of  interest  accrued  during  the  period  from  and  including 
September  20,  1995,  or  the  preceding  Interest  Payment  Date,  as  the  case  may  be,  to  but  excluding  the  next 
Interest  Payment  Date  or  the  Maturity  Date  (as  defined  herein)  as  the  case  may  be  (an  Interest  Period).  The 
principal  of  the  Bonds,  together  with  the  interest  accrued  and  unpaid  thereon,  is  due  in  full  on  September  20, 
1996  (the  Maturity  Daf«).  In  any  case  in  which  an  Interest  Payment  Date  or  the  Maturity  Date  is  not  a 
Business  Day,  payment  of  interest  or  interest  and  principal,  as  the  case  may  be,  shall  be  made  on  the  next 
succeeding  Business  Day  with  the  same  force  and  effect  as  if  made  on  such  Interest  Payment  Date  or  the 
Mamrity  Date  and  no  additional  interest  shall  accrue  for  such  Interest  Period.  For  the  purpose  of 
determining  the  date  of  payment  of  interest  or  principal,  the  term  "Business  Day"  shall  mean  any  day  ether 
than  a  Saturday,  a  Sunday  or  a  day  on  which  banking  instimtions  in  New  York  City  are  authorized  or 
required  by  law  or  executive  order  to  close. 

The  formula  for  interest  rates  on  the  Bonds  was  established  on  Wednesday,  September  13,  1995  to  be 
effective  September  20,  1995.  Interest  rates  (Interest  Reset  Rates)  on  the  Bonds  will  be  based  on  the 
following  formula  and  will  be  adjusted  on  the  20th  of  each  month,  commencing  October  20,  1995  (a  Reset 
Date). 

Interest  Reset  Rate  =  1 -month  LIBOR  -  .20% 

provided,  however,  that  the  interest  rate  per  annimi  shall  not  be  less  than  0%.  The  interest  rate  per  annum 
for  the  initial  Interest  Period  shall  be  determined  according  to  the  above  formula  and  the  1 -month  LIBOR  (as 
defined  under  Determination  of  the  1 -month  LIBORS  on  the  Determination  Date  (as  defmed  below)  of 
September  18,  1995. 

Values  input  into  the  above  formula  and  intermediate  calculations  expressed  as  a  percentage  shall  be  rounded 
to  5  decimal  places  and  the  resulting  Interest  Reset  Rate  expressed  as  a  percentage  shall  be  rounded  to  3 
decimal  places.  For  exan^)le,  if  the  Interest  Reset  Rate  calculation  produced  5.41254%,  the  Interest  Reset 
Rate  would  be  5.413%.  All  dollar  amounts  resulting  from  application  of  the  above  formula  will  be  rounded 
to  the  nearest  cent.  Accrued  interest  on  the  Bonds  will  be  calculated  by  multiplying  the  principal  amount  of  a 
Bond  by  an  accrued  interest  factor.  This  accrued  interest  factor  (rounded  to  nine  decimal  places)  will  be 
computed  by  adding  the  interest  rate  for  each  day  in  the  period  for  which  accrued  interest  is  being  calculated 
(on  an  actual/360-day  basis)  and  dividing  the  resulting  total  (the  Cumulative  Interest  Rate)  by  360.  For 
accrued  interest  calculations,  the  accrued  interest  factor  and  the  interest  rate  are  not  expressed  on  a 
percentage  basis.  For  example,  if  the  Cumulative  Interest  Rate  is  25.25%,  then  the  accrued  interest  factor 
would  be  equal  to  .2525  divided  by  360. 
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Determination  of  the  1 -month  LffiOR: 

The  1-month  LIBOR  will  be  adjusted  on  each  Reset  Date.  For  each  Reset  Date,  the  1-month  LIBOR  shall  be 
determined  two  New  York  and  London  Business  Days  prior  to  the  beginning  of  an  Interest  Period 
(Determination  Date).  The  1 -month  LIBOR  is  defined  as  the  British  Bankers  Association's  One-Month  U.S. 
Dollar  Interest  Settlement  Rate  as  of  11:00  a.m.,  London  time,  on  the  Determination  Date.  The  1-month 
LIBOR  currently  appears  on  Telerate  page  3750  but  may  be  published  by  such  other  information  vendor  as 
the  British  Bankers  Association  may  select.  If  such  rate  does  not  appear  on  Telerate  page  3750  (or  such 
other  information  vendor  as  the  British  Bankers  Association  may  select),  then  the  1 -month  LIBOR  in  respect 
of  the  Reset  Date  will  be  determined  on  the  basis  of  the  offered  rates  for  deposits  in  U.S.  Dollars  for  a  period 
of  one  month  which  appear  on  the  Reuters  Screen  LIBO  Page  as  of  11:00  a.m.  London  time  on  the 
Determination  Date.  If  at  least  two  rates  appear  on  the  Reuters  Screen  LIBO  Page,  the  1-month  LIBOR  for 
that  Reset  Date  will  be  the  arithmetic  mean  of  such  rates.  If  fewer  than  two  rates  appear,  then  the  1-month 
LIBOR  in  respect  of  the  Reset  Date  will  be  determined  on  the  basis  of  the  rates  at  which  deposits  in  U.S. 
dollars  are  offered  by  five  major  banks  in  the  London  interbank  market  (Reference  Banks)  at  approximately 
11:00  a.m.,  London  time,  on  the  corresponding  Determination  Date  to  prime  banks  in  the  London  interbank 
market  for  a  period  of  one  month  commencing  on  the  day  two  London  Business  Days  after  the  Determination 
Date  and  in  the  amount  of  $750,0(X),(X)0.  The  Calculation  Agent  (the  Office  of  Finance  of  the  Federal  Home 
Loan  Banks)  will  request  the  principal  London  office  of  each  of  the  Reference  Banks  to  provide  a  quotation 
of  its  rate.  If  at  least  two  such  quotations  are  provided*  the  1 -month  LIBOR  in  respect  of  that  Reset  Date 
will  be  the  arithmetic  mean  of  the  quotations.  If  fewer  than  two  quotations  are  provided  as  requested,  the  1- 
month  LIBOR  in  respect  of  that  Reset  Date  will  be  the  arithmetic  mean  of  the  rates  quoted  by  five  major 
banks  in  New  York  City,  selected  by  the  Calculation  Agent,  at  approximately  11:(X)  a.m..  New  York  City 
time,  on  the  corresponding  Determination  Date  for  loans  in  U.S.  dollars  to  leading  European  banks  for  a 
period  of  one  month  commencing  on  the  day  two  London  Business  Days  after  the  Determination  Date  and  in 
an  amount  of  $750,000,000. 

For  the  purpose  of  determining  the  Determination  Date,  the  term  "New  York  and  London  Business  Day" 
means  any  day  on  which  commercial  banks  are  open  for  business  (including  dealings  in  foreign  exchange  and 
foreign  currency  deposits)  in  New  York  City  and  London.  The  term  "London  Business  Day"  means  any  day 
on  which  commercial  banks  are  open  for  business  (including  dealings  in  foreign  exchange  and  foreign 
currency  deposits)  in  London. 

The  Office  of  Finance  of  the  Federal  Home  Loan  Banks  will,  upon  the  request  of  a  holder  of  a  Bond,  provide 
the  interest  rate  then  m  effect  and,  if  different,  the  interest  rate  which  will  become  effective  as  a  result  of  a 
determination  made  with  respect  to  the  most  recent  Determination  Date  with  respect  to  the  Bonds. 

in.  CERTAIN  INVESTMENT  CONSIDERATIONS 

The  Bonds  are  intended  for  purchase  only  by  investors  capable  of  ijnderstaiwing  the  risks 
ENTAILED  DM  SUCH  AN  INVESTMENT.  The  interest  rate  on  the  Bonds  will  vary  in  the  same  direction  as 
changes  in  the  index  to  which  it  is  tied.  An  investment  in  bonds  with  interest  payments  indexed  to  an 
interest  rate  index  entails  significant  risks  not  associated  with  investments  in  a  conventional  debt 
security.    If  the  interest  rate  on  a  bond  is  indexed,  changes  in  the  index  may  result  in  an  interest  rate 
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that  is  less  than  that  payable  on  a  conventional  fixed-rate  debt  security  issued  at  the  same  time. 
Moreover,  the  secondary  market  for  such  bonds  will  be  affected  by  factors  independent  of  the 
creditworthiness  of  the  issuer  and  the  value  of  the  index.  These  factors  include  other  interest  rates,  the 
volatility  of  the  index  to  which  interest  on  the  bonds  is  tied,  the  method  of  calculating  the  interest  rate, 
the  time  remaining  to  maturity  and  the  principal  amount  of  such  bonds  outstanding.  The  value  of  the 
index  to  which  interest  on  the  Bonds  is  tied  may  depend  on  a  number  of  interrelated  factors,  including 
economic,  nnancial,  and  political  events  over  which  the  issuer  has  no  control.  The  historical  experience 
of  the  index  to  which  interest  on  the  Bonds  is  tied  should  not  be  taken  as  an  indication  of  its 
performance  during  the  term  of  the  Bonds.  The  Bonds  are  subject  to  redemption  in  whole.  In 
ADDITION,  THERE  IS  NO  ASSURANCE  THAT  A  SECONDARY  MARKET  FOR  THE  BONDS  WILL  DEVELOP,  OR,  IF  IT 
DEVELOPS,  THAT  IT  WILL  CONTINUE. 

IV.  PURPOSE  OF  THE  OFFERING 

The  proceeds  of  the  Bonds  will  be  used  to  provide  fiinds  for  general  corporate  purposes  and  for  making 
credit  available  by  the  Federal  Home  Loan  Banks  to  their  member  institutions  pursuant  to  the  provisions  of 
the  Federal  Home  Loan  Bank  Act,  as  amended. 

V.  CONCESSION  TO  DEALER 

A  concession  of  $.40  per  $1,000  par  value  on  Series  WH-1996  LIBOR  Indexed  Consolidated  Bonds  will  be 
allowed  to  the  underwriter. 

VI.  DELIVERY  AND  PAYMENT 

The  Bonds  will  be  delivered  against  payment  in  Federal  funds  on  September  20,  1995  via  book-entry  to 
Chemical  NYC  for  the  account  of  the  Merrill  Lynch  Government  Securities  Inc.  There  will  be  no  definitive 
securities  available  upon  issuance  or  for  exchange. 

VII.  BOOK-ENTRY  SYSTEM 

The  Bonds  may  be  held  of  record  only  by  entities  eligible  to  maintain  book-entry  accounts  with  the  Federal 
Reserve  Banks  (FRB).  Such  entities  of  record  are  herein  referred  to  as  "holder."  A  holder  that  is  not  the 
beneficial  owner  of  a  Bond,  and  each  other  financial  intermediary  in  the  chain  to  the  beneficial  owner,  has  the 
responsibility  of  establishing  and  maintaining  accounts  for  their  respective  customers.  The  rights  of  such 
beneficial  owner  may  be  exercised  only  through  the  holder  of  such  Bond.  The  Federal  Home  Loan  Banks  and 
the  FRB  will  have  no  direct  obligation  to  a  beneficial  owner  of  a  Bond  that  is  not  also  the  holder  of  such  Bond. 
The  FRB  will  act  only  upon  the  instructions  of  holders  in  recording  transfers  of  the  Bonds. 

Pursuant  to  a  Fiscal  Agency  Agreement  with  the  Federal  Home  Loan  Banks,  the  FRB  will  issue,  maintain, 
make  payments  of  interest  on  and  principal  of,  and  transfer  the  Bonds  on  behalf  of  the  Federal  Home  Loan 
Banks  through  entries  on  an  FRB  record  of  (i)  the  name  (and  employer  identification  number,  when 
appropriate)  of  the  holder  and  (ii)  the  amount.  Maturity  Date  and  a  CUSIP  number. 
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The  foregoing  summarizes  certain  provisions  of  the  Fiscal  Agency  Agreement  and  does  not  purport  to  be  a 
complete  statement  of  all  provisions  of  such  Agreement.  The  FRB  serves  as  the  agent  of  the  Federal  Home 
Loan  Banks  and  not  as  a  trustee  for  the  benefit  of  the  holders. 

The  Fiscal  Agency  Agreement  makes  generally  applicable  to  the  Bonds  the  Federal  Home  Loan  Banks'  Book- 
Entry  Regulations,  12  C.F.R.  Part  912,  and  such  procedures,  insofar  as  applicable,  as  may  from  time  to  time  be 
established  by  regulations  of  the  United  States  Treasury  Department  governing  obligations  of  the  United  States 
Treasury  as  now  contained  in  the  Treasury  Department's  Circular  No.  300,  excluding  subpart  0.  These 
regulations  and  procedures  relate  primarily  to  the  registration,  transfer,  exchanges,  and  pledge  of  such 
obligations.  A  copy  of  Circular  No.  300  may  be  obtained  from  any  FRB,  the  Treasury  Department,  or  the 
Office  of  Finance  of  the  Federal  Home  Loan  Banks. 

Vra.  TAX  DISCLOSURE 

Under  general  principles  of  current  law,  the  interest  paid  on  a  Bond  will  be  includable  in  income  by  a  U.S. 
Holder  when  the  interest  is  received  or  when  it  accrues  in  accordance  with  the  U.S.  Holder's  regular  method 
of  tax  accounting.  A  U.S.  Holder  means  a  citizen  or  resident  of  the  United  States,  a  corporation  or 
partnership  organized  in  or  under  the  laws  of  the  United  States  or  any  political  subdivision  thereof,  an  estate 
or  trust  the  income  of  which  is  includable  in  gross  income  for  U.S.  federal  income  tax  purposes,  and  any 
other  person  to  the  extent  that  the  income  attributable  to  the  Bond  is  effectively  connected  with  that  person's 
conduct  of  a  U.S.  trade  or  business. 

Upon  a  sale  or  exchange  of  a  Bond,  a  U.S.  Holder  generally  will  recognize  capital  gain  or  loss  equal  to  the 
difference  between  (i)  the  amount  realized  on  the  sale  or  exchange  (less  any  amount  allocable  to  accrued 
interest,  which  is  taxable  as  ordinary  income)  and  (ii)  the  U.S.  Holder's  adjusted  basis  in  the  Bond. 

The  Federal  Home  Loan  Bank  Act,  as  amended,  provides  that  the  Bonds  and  interest  thereon  are  exempt 
from  state,  county,  local,  and  municipal  income  taxation.  This  statute  has  been  construed  as  not  exempting 
the  Bonds  or  interest  thereon  from  nondiscriminatory  franchise  taxes  or  other  non-property  taxes  in  lieu 
thereof  imposed  on  corporations. 

IX.  GENERAL  INFORMATION 

This  Offering  Notice  shall  be  made  available  to  all  purchasers  by  the  underwriter.  The  Federal  Home  Loan 
Bank  System's  Financial  Report  for  the  year  ended  December  31,  1994  and  Quarterly  Financial  Reports  for 
the  Three  Months  Ended  March  31,  1995  and  for  the  Six  Months  Ended  June  30,  1995,  as  the  same  may  be 
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modified  or  superseded  by  any  other  reports  published  by  the  Federal  Housing  Finance  Board  prior  to  the 
temunauon  of  the  offenng  of  the  Bonds,  are  hereby  incorporated  by  reference  These  reports  ^av^Se 
free  of  charge  from  the  undersigned  upon  request.  j~  «  -"c  dvduaoie 


John  K.  Darr,  Managing  Director 

Office  of  Finance 

September  13,  1995  ,  ,^,  J"^!"'  """^  ^^  Banks 

Phone  703^87-9500  ^  ^^^  Freedom  Drive.  Suite  1000 

Reston.  VA  22090 
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OFFERING  NOTICE 

FEDERAL  HOME  LOAN  BANKS 

$45,000,000  Consolidated  Bonds 

OPTIONAL  PRINCIPAL  REDEMPTION  BONDS 

Date  of  Issue  September  22,  1995    Series  KY-2000    Maturity  September  22,  2000 

Interest  payable  March  22  and  September  22  and  on  date  of  redemption 

Coupon:  7.025%  untU  maturity  (or  earlier  upon  redemption) 

(30/360  Day  Payment  Basis) 

CUSIP  #3133915N0 

The  Bonds  are  Joint  and  Several  Obligations  of  the  Federal  Home  Loan  Banks 

and  are  not  obligations  of  the  United  States  and  are  not  guaranteed  by  the  United  States. 

Minimum  amount  of  $100,000  with  integral  multiples  of  $5,000. 

SEE  "CERTAIN  INVESTMENT  CONSIDERATIONS"  FOR  A  DISCUSSION  OF  CERTAIN  FACTORS 
THAT  SHOULD  BE  CONSIDERED  IN  CONNECTION  WITH  AN  INVESTMENT  IN  THE  BONDS 

OFFERED  HEREBY. 

Any  information  or  representation  not  contained  in  this  Offering  Notice  or  in  the  Financial  Reports 

(referred  to  in  Paragraph  X)  must  not  be  relied  upon  as  having  been  authorized  by  the  Federal  Housing 

Finance  Board  or  the  Federal  Home  Loan  Banks. 

I.  OFFERING  OF  CONSOLIDATED  BONDS 

Through  the  Office  of  Finance  of  the  Federal  Home  Loan  Banks,  and  pursuant  to  the  authority  of  subsection 
(c)  of  Section  11  of  the  Federal  Home  Loan  Bank  Act,  as  amended,  on  Thursday,  September  7,  1995,  the 
Federal  Housing  Finance  Board  offered  the  above  series  of  bonds  (the  Bonds)  for  purchase  by  Dean  Witter 
Reynolds  Inc.  at  par  less  the  concession  described  in  Paragraph  VI.  The  Bonds  may  be  reoffered  in  one  or 
more  transactions  at  variable  negotiated  prices  at  the  discretion  of  Dean  Witter  Reynolds  Inc.  The  Bonds 
may  be  reopened  at  the  option  of  the  Federal  Housing  Finance  Board. 
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IN  CONNECTION  WITH  THE  OFFERING  OF  THE  BONDS,  THE  UNDERWRITER  MAY  OVER- 
ALLOT  OR  EFFECT  TRANSACTIONS  WHICH  STABILIZE  OR  MAINTAIN  THE  MARKET 
PRICE  OF  THE  BONDS  AT  LEVELS  ABOVE  THOSE  WHICH  MIGHT  OTHERWISE  PREVAIL  IN 
THE  OPEN  MARKET.  SUCH  STABILIZATION,  IF  COMMENCED,  MAY  BE  DISCONTINUED  AT 
ANYTIME. 

n.  INTEREST  RATE 

The  rate  of  7.025%  per  annum  for  the  period  September  22,  1995  through  September  21.  2000.  or  earlier 
upon  redemption,  was  established  on  Thursday,  September  7,  1995  to  be  effective  September  22,  1995. 
Interest  will  accrue  on  a  30/360  day  basis  and  will  be  payable  semiannually  in  arrears  on  March  22  and 
September  22  commencing  March  22  1996  (an  Interest  Payment  Date)  and,  upon  redemption  as  described  in 
Paragraph  HI,  on  the  applicable  Redemption  Date  (as  defined  below),  as  the  case  may  be.  Such  interest 
payments  will  consist  of  interest  accrued  during  the  period  from  and  including  September  22,  1995,  or  the 
preceding  Interest  Payment  Date,  as  the  case  may  be,  to  but  excluding  the  next  Interest  Payment  Date,  the 
Redemption  Date  or  the  Maturity  Date  (as  defmed  herein)  as  the  case  may  be  (an  Interest  Period).  The 
principal  of  the  Bonds,  together  with  the  interest  accrued  and  ui^aid  thereon,  is  due  in  full  on  September  22, 
2000  (the  Maturity  Date)  or  upon  earlier  redemption  as  described  in  Paragraph  HI.  In  any  case  in  which  an 
Interest  Payment  Date,  the  Redemption  Date  or  the  Maturity  Date  is  not  a  Business  Day,  payment  of  interest 
or  interest  and  principal,  as  the  case  may  be,  shall  be  made  on  the  next  succeeding  Business  Day  with  the 
same  force  and  effect  as  if  made  on  such  Interest  Payment  Date,  the  Rede^^)tion  Date  or  the  Maturity  Date 
and  no  additional  interest  shall  accrue  for  such  Interest  Period.  For  the  purpose  of  determining  the  date  of 
payment  of  interest  or  principal,  the  term  "Business  Day"  shall  mean  any  day  other  than  a  Samrday,  a 
Sunday  or  a  day  on  which  banking  instimtions  in  New  York  City  are  authorized  or  required  by  law  or 
executive  order  to  close. 

HI.  OPTIONAL  PRINCIPAL  REDEMPTION 

Beginning  on  December  22,  1995,  and  on  each  March  22,  June  22,  September  22  and  December  22 
thereafter  until  matiuity,  the  Federal  Home  Loan  Banks  may,  at  their  option,  redeem  in  whole  at  par  the  then 
outstanding  Bonds  (Redemption  Date).  The  Federal  Home  Loan  Banks  currently  plan,  but  are  not  obligated, 
to  show  the  call  status  on  screens  provided  by  certain  flnancial  information  services  and  to  make  such 
information  available  by  telephone  (703-487-9557).  The  Federal  Home  Loan  Banks  may  discontinue 
providing  such  information  by  any  such  means,  but  intend  to  make  it  available  by  other  means  in  those 
circumstances. 

The  Federal  Home  Loan  Banks  will  request  that  a  notice  of  redenq>tion  be  broadcast  to  depository  institutions 
through  the  communication  system  of  the  Federal  Reserve  Bank  of  New  York  at  least  10  calendar  days  prior 
to  the  Redemption  Date.  Failure  to  give  any  notice,  or  any  defect  therein,  shall  not  affect  the  validity  of  any 
proceedings  for  the  redemption  of  such  Bonds.  The  notice  of  redemption  shall  include  the  Redemption  Date, 
the  redemption  price,  and  the  principal  amount  of  the  Bonds  to  be  redeemed. 
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rv.   CERTAIN  INVESTMENT  CONSroERATIONS 

The  Bonds  are  subject  to  redemption  in  whole.  The  Bonds  may  be  redeemed  before  their  stated 
maturity  at  a  time  when  reinvestment  opportunities  at  a  similar  or  higher  rate  may  not  be  ayailable. 
There  is  no  assurance  that  a  secondary  market  for  these  Bonds  will  develop,  or,  if  it 
develops,  that  it  will  continue. 

v.  purpose  of  the  offering 

The  proceeds  of  the  Bonds  will  be  used  to  provide  funds  for  general  corporate  purposes  and  for  making 
credit  available  by  the  Federal  Home  Loan  Banks  to  their  member  institutions  pursuant  to  the  provisions  of 
the  Federal  Home  Loan  Bank  Act,  as  amended. 

VI.  CONCESSION  TO  DEALER 

A  concession  of  $2.00  per  $1,000  par  value  on  Series  KY-2000  Optional  Principal  Redemption  Bonds  will  be 
allowed  to  the  underwriter.  Other  dealers  participating  in  the  distribution  of  the  Bonds  may  receive  up  to 
$1.50  per  $1,000  par  value  from  the  underwriter. 

Vn.   DELIVERY  AND  PAYMENT 

The  Bonds  will  be  delivered  against  payment  in  Federal  funds  on  September  22,  1995  via  book-entry  to  Bank 
of  New  York  for  the  account  of  Dean  Witter  Reynolds  Inc.  There  wiU  be  no  definitive  securities  available 
upon  issuance  or  for  exchange. 

Vra.  BOOK-ENTRY  SYSTEM 

The  Bonds  may  be  held  of  record  only  by  entities  eligible  to  maintain  book-entry  accounts  with  the  Federal 
Reserve  Banks  (FRB).  Such  entities  of  record  are  herein  referred  to  as  "holders."  A  holder  that  is  not  the 
beneficial  owner  of  a  Bond,  and  each  other  financial  intermediary  in  the  chain  to  the  beneficial  owner,  has 
the  responsibility  of  establishing  and  maintaining  accounts  for  their  respective  customers.  The  rights  of  such 
beneficial  owner  may  be  exercised  only  through  the  holder  of  such  Bond.  The  Federal  Home  Loan  Banks 
and  the  FRB  will  have  no  direct  obligation  to  a  beneficial  owner  of  a  Bond  that  is  not  also  the  holder  of  such 
Bond.  The  FRB  will  act  only  upon  the  instructions  of  holders  in  recording  transfers  of  the  Bonds. 

Pursuant  to  a  Fiscal  Agency  Agreement  with  the  Federal  Home  Loan  Banks,  the  FRB  will  issue,  maintain, 
make  payments  of  interest  on  and  principal  of,  and  transfer  the  Bonds  on  behalf  of  the  Federal  Home  Loan 
Banks  through  entries  on  an  FRB'  record  of  (i)  the  name  (and  employer  identification  number,  when 
appropriate)  of  the  holder  and  (ii)  the  amount.  Maturity  Date  and  a  CUSIP  number. 

The  foregoing  summarizes  certain  provisions  of  the  Fiscal  Agency  Agreement  and  does  not  purport  to  be  a 
complete  statement  of  all  provisions  of  such  Agreement.  The  FRB  serves  as  the  agent  of  the  Federal  Home 
Loan  Banks  and  not  as  a  trustee  for  the  benefit  of  the  holders. 
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The  Fiscal  Agency  AgFeement  makes  generally  applicable  to  the  Bonds  the  Federal  Home  Lo^a  Banks'  Book- 
Entry  Regulations,  12  C.F.R.  Part  912,  and  such  procedures,  insofar  as  applicable,  as  may  from  time  to  time  be 
established  by  regulations  of  the  United  States  Treasury  Department  governing  obligations  of  the  United  Sutes 
Treasury  as  now  contained  in  the  Treasury  Department's  Circular  No.  300,  excluding  subpart  0.  These 
regulations  and  procedures  relate  primarily  to  the  registration,  transfer,  exchanges,  and  pledge  of  such 
obligations.  A  copy  of  Circular  No.  300  may  be  obtained  from  any  FRB,  the  Treasiuy  Department,  or  the 
Office  of  Finance  of  the  Federal  Home  Loan  Banks. 

EX.  TAX  DISCLOSURE 

Under  general  principles  of  current  law,  the  interest  paid  on  a  Bond  will  be  includable  in  income  by  a  U.S. 
Holder  when  the  interest  is  received  or  when  it  accrues  in  accordance  with  the  U.S.  Holder's  regular  method 
of  tax  accoimting.  A  U.S.  Holder  means  a  citizen  or  resident  of  the  United  States,  a  corporation  or 
partnership  organized  in  or  under  the  laws  of  the  United  States  or  any  political  subdivision  thereof,  an  estate 
or  trxist  the  income  of  which  is  includable  in  gross  income  for  U.S.  federal  income  tax  purposes,  and  any 
other  person  to  the  extent  that  the  income  attributable  to  the  Bond  is  effectively  connected  with  that  person's 
conduct  of  a  U.S.  trade  or  business. 

Upon  a  sale  or  exchange  of  a  Bond,  a  U.S.  Holder  generally  will  recognize  capital  gain  or  loss  equal  to  the 
difference  between  (i)  the  amount  realized  on  the  sale  or  exchange  Qess  any  amount  allocable  to  accrued 
interest,  which  is  taxable  as  ordinary  income)  and  (ii)  the  U.S.  Holder's  adjusted  basis  in  the  Bond. 

The  Federal  Home  Loan  Bank  Act,  as  amended,  provides  that  the  Bonds  and  interest  thereon  are  exempt 
from  state,  county,  local,  and  municipal  income  taxation.  This  statute  has  been  construed  as  not  exempting 
the  Bonds  or  interest  thereon  from  nondiscriminatory  franchise  taxes  or  other  non-property  taxes  in  lieu 
thereof  imposed  on  corporations. 

X.  GENERAL  INFORMA-nON 

This  Offering  Notice  shall  be  made  available  to  all  purchasers  by  the  underwriter.  The  Federal  Home  Loan 
Bank  System's  Financial  Report  for  the  year  ended  December  31,  1994  and  Quarterly  Financial  Report  for 
the  Three  Months  Ended  March  31,  1995,  as  the  same  may  be  modified  or  superseded  by  any  other  reports 
published  by  the  Federal  Housing  Finance  Board  prior  to  the  termination  of  the  offering  of  the  Bonds,  are 
hereby  incorporated  by  reference.  These  reports  are  available  free  of  charge  from  the  undersigned  upon 
request. 

John  K.  Darr 

Managing  Director 

Office  of  Finance 

Federal  Home  Loan  Banks 

September  7,  1995  11921  Freedom  Drive,  Suite  1000 

Phone  703^87-9500  Reston.  VA  22090 
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OFFERING  NOTICE 

FEDERAL  HOME  LOAN  BANKS 
$86,200,000,000  Consolidated  Bonds 

Non-Callable 

Date  of  Issue  September  20,  1995  Series  LI-2000  Maturity  September  20,  2000 

Interest  payable  March  20  and  September  20 

Coupon:  6.125%  (30/360  Payment  Basis) 

CUSIP  /!'3133916Y5 

The  Bonds  are  Joint  and  Several  Obligations  of  the  Federal  Home  Loan  Banks 

and  are  not  obligations  of  the  United  States  and  are  not  guaranteed  by  the  United  States. 

Minimum  amount  of  $10,000  with  integral  multiples  of  $5,000. 

SEE  "CERTAIN  INVESTMENT  CONSIDERATIONS"  FOR  A  DISCUSSION  OF  CERTAIN  FACTORS 
THAT  SHOULD  BE  CONSIDERED  IN  CONNECTION  WITH  AN  INVESTMENT  IN  THE  BONDS 

OFFERED  HEREBY. 

Any  information  or  representation  not  contained  in  this  Offering  Notice  or  in  the  Financial  Reports 

(referred  to  in  Paragraph  IX)  must  not  be  relied  upon  as  having  been  authorized  by  the  Federal  Housing 

Finance  Board  or  the  Federal  Home  Loan  Banks. 


I.  OFFERING  OF  CONSOLIDATED  BONDS 

Through  the  Office  of  Finance  of  the  Federal  Home  Loan  Banks,  and  pursuant  to  the  authority  of  subsection 
(c)  of  Section  11  of  the  Federal  Home  Loan  Bank  Act,  as  amended,  on  Wednesday,  September  13,  1995,  the 
Federal  Housing  Finance  Board  offered  the  above  series  of  bonds  (the  Bonds)  for  purchase  by  Morgan 
Stanley  &  Co.  Incorporated  at  par  less  the  concession  described  in  Paragraph  V.  The  Bonds  may  be 
reoffered  in  one  or  more  transactions  at  variable  negotiated  prices  at  the  discretion  of  Morgan  Stanley  &  Co. 
Incorporated.  The  Bonds  may  be  reopened  at  the  option  of  the  Federal  Housing  Finance  Board. 
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IN  CONNECTION  WITH  THE  OFFERING  OF  THE  BONDS,  THE  UNDERWRITER  MAY  OVER- 
ALLOT  OR  EFFECT  TRANSACTIONS  WHICH  STABILIZE  OR  MAINTAIN  THE  MARKET 
PRICE  OF  THE  BONDS  AT  LEVELS  ABOVE  THOSE  WHICH  MIGHT  OTHERWISE  PREVAIL  IN 
THE  OPEN  MARKET.  SUCH  STABILIZATION,  IF  COMMENCED,  MAY  BE  DISCONTINUED  AT 
ANYTIME. 

n.  INTEREST  RATE 

The  interest  rate  of  6.125%  per  annum  for  the  period  September  20,  1995  through  September  19,  2000  was 
established  on  Wednesday,  September  13,  1995  to  be  effective  September  20,  1995.  Interest  will  accrue  on  a 
30/360  day  payment  basis  and  will  be  payable  semiannually  in  arrears  on  March  20  and  September  20, 
commencing  March  20,  1996  (an  Interest  Payment  Date).  Such  interest  payments  will  consist  of  interest 
accrued  during  the  period  from  and  including  September  20,  1995,  or  the  preceding  Interest  Payment  Date, 
as  the  case  may  be,  to  but  excluding  the  next  Interest  Payment  Date  or  the  Maturity  Date  (as  defmed  herein) 
as  the  case  may  be  (an  Interest  Period).  The  principal  of  the  Bonds,  together  with  the  interest  accrued  and 
unpaid  thereon,  is  due  in  fiill  on  September  20,  2(XX)  (the  Maturity  Date).  In  any  case  in  which  an  Interest 
Payment  Date  or  the  Maturity  Date  is  not  a  Business  Day,  payment  of  interest  or  interest  and  principal,  as 
the  case  may  be,  shall  be  made  on  the  next  succeeding  Business  Day  with  the  same  force  and  effect  as  if 
made  on  such  Interest  Payment  Date  or  the  Maturity  Date  and  no  additional  interest  shall  accrue  for  such 
Interest  Period.  For  the  purpose  of  determining  the  date  of  payment  of  interest  or  principal,  the  term 
"Business  Day"  shall  mean  any  day  other  than  a  Saturday,  a  Sunday  or  a  day  on  which  banking  institutions  in 
New  York  City  are  authorized  or  required  by  law  or  executive  order  to  close. 

m.   CERTAIN  INVESTMENT  CONSIDERATIONS 

The  Bo^a)s  are  intended  for  purchase  only  by  investors  capable  of  understanding  the  risks 
entailed  in  such  an  investment.  there  is  no  assurance  that  a  secondary  market  for  these 
Bonds  will  develop,  or  if  it  develops,  that  it  will  continue. 

rv.  PURPOSE  OF  THE  OFFERING 

The  proceeds  of  this  offering  of  Bonds  will  be  used  to  provide  funds  for  general  corporate  purposes  and  for 
making  credit  available  by  the  Federal  Home  Loan  Banks  to  their  member  institutions  pursuant  to  the 
provisions  of  the  Federal  Home  Loan  Bank  Act,  as  amended. 

V.  CONCESSION  TO  DEALER 

A  concession  of  $2.00  per  $1,000  par  value  for  Series  LI-2000  Consolidated  Bonds  will  be  allowed  to  the 
underwriter.  Other  dealers  participating  in  the  distribution  of  the  Bonds  may  receive  up  to  $1.50  per  $1,000 
par  value  from  the  underwriter. 


Page  2  of  4 


402 


VI.  DELIVERY  AND  PAYMENT 

The  Bonds  will  be  delivered  against  payment  in  Federal  funds  on  September  20,  1995  via  book-entry  to  Bank 
of  New  York  for  the  account  of  Morgan  Stanley  &  Co.  Incorporated.  There  will  be  no  definitive  securities 
available  upon  issuance  or  for  exchange. 

Vn.  BOOK-ENTRY  SYSTEM 

The  Bonds  may  be  held  of  record  only  by  entities  eligible  to  maintain  book-entry  accounts  with  the  Federal 
Reserve  Banks  (FRB).  Such  entities  of  record  are  herein  referred  to  as  "holders."  A  holder  that  is  not  the 
beneficial  owner  of  a  Bond,  and  each  other  fmancial  intermediary  in  the  chain  to  the  beneficial  owner,  has 
the  responsibility  of  establishing  and  maintaining  accounts  for  their  respective  customers.  The  rights  of  such 
beneficial  owner  may  be  exercised  only  through  the  holder  of  such  Bond.  The  Federal  Home  Loan  Banks 
and  the  FRB  will  have  no  direct  obligation  to  a  beneficial  owner  of  a  Bond  that  is  not  also  the  holder  of  such 
Bond.  The  FRB  will  act  only  upon  the  instructions  of  holders  in  recording  transfers  of  the  Bonds. 

Pursuant  to  a  Fiscal  Agency  Agreement  with  the  Federal  Home  Loan  Banks,  the  FRB  will  issue,  maintain, 
make  payments  of  interest  on  and  principal  of,  and  transfer  the  Bonds  on  behalf  of  the  Federal  Home  Loan 
Banks  through  entries  on  an  FRB  record  of  (i)  the  name  (and  employer  identification  number,  when 
appropriate)  of  the  holder  and  (ii)  the  amount.  Maturity  Date  and  a  CUSIP  number. 

The  foregoing  summarizes  certain  provisions  of  the  Fiscal  Agency  Agreement  and  does  not  purport  to  be  a 
complete  statement  of  all  provisions  of  such  Agreement.  The  FRB  serves  as  the  agent  of  the  Federal  Home 
Loan  Banks  and  not  as  a  trustee  for  the  benefit  of  the  holders. 

The  Fiscal  Agency  Agreement  makes  generally  applicable  to  the  Bonds  the  Federal  Home  Loan  Banks'  Book- 
Entry  Regulations,  12  C.F.R.  Part  912,  and  such  procedures,  insofar  as  applicable,  as  may  from  time  to  time  be 
established  by  regulations  of  the  United  States  Treasury  Department  governing  obligations  of  the  United  States 
Treasury  as  now  contained  in  the  Treasury  Department's  Circular  No.  300,  excluding  subpart  0.  These 
regulations  and  procedures  relate  primarily  to  the  registration,  transfer,  exchanges,  and  pledge  of  such 
obligations.  A  copy  of  Circular  No.  300  may  be  obtained  from  any  FRB,  the  Treasury  Department,  or  the 
Office  of  Finance  of  the  Federal  Home  Loan  Banks. 

Vni.    TAX  DISCLOSURE 

Under  general  principles  of  current  law,  the  interest  paid  on  a  Bond  will  be  includable  in  income  by  a  U.S. 
Holder  when  the  interest  is  received  or  when  it  accrues  in  accordance  with  the  U.S.  Holder's  regular  method 
of  tax  accounting.  A  U.S.  Holder  means  a  citizen  or  resident  of  the  United  States,  a  corporation  or 
parmership  organized  in  or  imder  the  laws  of  the  United  States  or  any  political  subdivision  thereof,  an  estate 
or  trust  the  income  of  which  is  includable  in  gross  income  for  U.S.  federal  income  tax  purposes,  and  any 
other  person  to  the  extent  that  the  income  attributable  to  the  Bond  is  effectively  connected  with  that  person's 
conduct  of  a  U.S.  trade  or  business. 
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Upon  a  sale  or  exchange  of  a  Bond,  a  U.S.  Holder  generally  will  recognize  capital  gain  or  loss  equal  to  the 
difference  between  (i)  the  amount  realized  on  the  sale  or  exchange  Oess  any  amount  allocable  to  accrued 
interest,  which  is  taxable  as  ordinary  income)  and  (ii)  the  U.S.  Holder's  adjusted  basis  in  the  Bond. 

The  Federal  Home  Loan  Bank  Act,  as  amended,  provides  that  the  Bonds  and  interest  thereon  are  exempt 
from  state,  county,  local,  and  municipal  income  taxation.  This  statute  has  been  construed  as  not  exempting 
the  Bonds  or  interest  thereon  from  nondiscriminatory  franchise  taxes  or  other  non-property  taxes  in  lieu 
thereof  imposed  on  corporations. 

K.  GENERAL  INFORMATION 

This  Offering  Notice  shall  be  made  available  to  all  purchasers  by  the  underwriter.  The  Federal  Home  Loan 
Bank  System's  Financial  Report  for  the  year  ended  December  31,  1994  and  Quarterly  Financial  Reports  for 
the  Three  Months  Ended  March  31,  1995  and  for  the  Six  Months  Ended  June  30,  1995,  as  the  same  may  be 
modified  or  superseded  by  any  other  reports  published  by  the  Federal  Housing  Finance  Board  prior  to  the 
termination  of  the  offering  of  the  Bonds,  are  hereby  incorporated  by  reference.  These  reports  are  available 
free  of  charge  from  the  undersigned  upon  request. 


John  K.  Dan- 
Managing  Director 
Office  of  Finance 
Federal  Home  Loan  Banks 
September  13,  1995  11921  Freedom  Drive,  Suite  1000 

Phone  703^87-9500  Reston,  VA  22090 
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